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BY WAY OF INTRODUCTION 


BY FRANK ALBERT FETTER 


HE month of October 1929 marked an end of the 

“new era of prosperity.” Quite as truly it marked the 
beginning of another era in our national history, reach- 
ing on into generations to come. During the recent years 
of tribulaton, 1930-1932, the real gravity of the social, 
economic and political changes which the World War had 
disclosed has been tardily recognized. “At long last,” as 
our English cousins say, we are facing the facts. “It is a 
different world.” “It will never be the same again.” “We 
cannot go back, but must go forward.” These and many 
like expressions, though heard often after the Armistice, 
continued until 1929 to be interpreted in the spirit of a 
Wall Street gambler, intoxicated by paper profits and 
lucky breaks. 

In the period of illusory prosperity of the first post- 
war decade, this nation lived in a fancied security with too 
little thought of the future. The sad developments since 
1929 have made this country, as well as the whole world, 
realize that it has to face new facts and to find new solu- 
tions for new problems. With her great financial and 
economic power so swiftly attained, America now is in a 
unique position, and has in her hands a hitherto un- 
dreamed-of world influence for good or for evil. This is 


so, regardless of any formal participation by us in inter- 
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national conferences or leagues of nations. The entire 
civilized world is affected, as never before, merely by the 
manner in which these United States order their domestic 
affairs. This is true not alone because some of this na- 
tion’s internal policies, such as those relating to tariffs, 
taxation, debts, and monetary matters, pretty directly 
touch the interests of other large parts of the world. It 
is also true because, as in the past two centuries, this 
nation has still to play a leading réle in the drama of free 
government. Mankind still looks wonderingly to America 
as the great experiment in democracy, and even dares to 
doubt the outcome. 

We have come to a critical point in the development of 
the ideals and institutions of democratic government. A 
simpler political and economic individualism must some- 
how be reshaped into a more effective system of social con- 
trol to achieve the general well-being. How can this be 
done and still conserve the most precious fruits of 
progress, the greater spiritual and political liberty of the 
individual man? Increasingly the major issues of public 
policy and of campaign rivalry are of an economic char- 
acter, requiring for their solution less the old-time learn- 
ing of the constitutional lawyer than they do a deeper 
insight into economic relationships. The practical poli- 
ticlans have uneasily sensed the fact that the old 
approach, the old catch phrases, the old emotional ap- 
peals, the old formulas, are no longer potent in the 
presence of these new and complex forces whose working 
is manifest in our financial and industrial affairs. Many 
of the time-worn political arguments which once had 
some reality serve now merely as smoke-screens to cover 
up the designs of special interests, and to conceal from the 
people the more vital economic issues. 

What are the facts that our electorate has to face and 
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that our political leadership must analyze and interpret 
if our institutions are to be adapted to the new condi- 
tions? Many of these facts are set forth in detail in the 
twelve chapters which follow. The topics included are far 
from exhaustive, but have been chosen as fairly represen- 
tative of the major political problems of the nation that 
are essentially economic in character. On the solution of 
these problems rests the future of the present system 
known as capitalism. Shall we maintain and continue, or 
better still, improve and revivify a social order based 
upon political freedom, private property and free mar- 

kets? These were the original ideals of our present social 
order, but many developments of the past half century, 
and especially of the last decade, have seemed to be mak- 
ing of them a mere travesty. We cannot be blind to the 
truth that great numbers of earnest citizens are losing 
hope in the economic system of things as they are, and 
are casting about for some substitute, they hardly know, 
and hardly care, what. 

The most formidable fact that must be faced in this 
connection is that the alternatives to capitalism are on the 
one hand public collectivism, and on the other hand 
private plutocracy—an oligarchy of highly centralized 
finance and industry, stronger than the state itself. We 
have been lost in the fog, and we find ourselves drifting at 
the edge of currents ready to draw us into uncharted 
seas. Within two-thirds of a century, and largely within 
a single generation, the structure of our business organi- 
zation in the United States has been changed to a degree 
well-nigh revolutionary, through the displacement of 
small individual enterprises by enormous business cor- 
porations having unified financial control over great areas 
_ of business. 

The first group of four chapters in this book treats of 
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topics within the broad field of public finance—money, 
taxation, tariff, and public debts. What does the gold 
standard mean to the United States, and should it be 
retained? What are the special problems of federal finance 
that have appeared as a result of the extraordinary 
events of recent years, and how are they to be met as 
permanent problems? What are the new aspects of the 
tariff policy for a country that has just shifted from a 
debtor to a creditor position in world finance? What are 
the closely related questions arising out of the public 
war loans and the great private loans made abroad by 
the United States in the war and post-war periods? These 
questions are of immediate interest, but their answers in- 
volve decisions on which depend in large measure the wel- 
fare of the nation for decades to come. 

The next group of five chapters treats particularly of 
some of the recent developments in business organization 
and practice. One chapter makes an appraisal of the re- 
cent extension of the legal device of the corporation to 
business enterprises, and makes clear the sweeping char- 
acter of the change.(The next chapter discloses the re- 
lations of our banking organization and policy to 
corporation stock market prices and the recent debacle. \ 
A third chapter discusses the special problem of monopoly 
which has resulted from the revolutionary application of 
the corporate form of organization to manufacturing, 
mining and commercial enterprises. A fourth chapter 
analyzes the novel conditions appearing in the field of 
public utility organization, hampering and defeating the 
best-meant attempts at the public regulation of rates, 
services, and investment. A fifth chapter treats of the 
railroad, of the unexpected difficulties in which it has sud- 
denly found itself, and of the measures that are being, 
or that may be, taken to meet these difficulties. In each 
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chapter there are set before the reader the various 
remedies proposed, and alternative solutions. 

The last three chapters deal with subjects that touch 
even more directly the personal life of the common man 
at this hour; namely, prohibition with its all permeating 
influence, the tragic plight of millions of farmers, and the 
problem of great multitudes of unemployed workers. The 
reader hardly needs to be reminded that in many subtle 
ways these selected social-welfare problems are inter- 
related with all the foregoing issues of public policy in 
respect to finance and business organization. 

This book is not written with a philosophy of fatalism. 
It assumes that in large measure in these matters the 
American people are the masters of their own destiny. 
In social policy, realities must be recognized and social 
forces must be measured and reckoned with, just as an 
engineer must conform his plans to the nature of physical 
forces in order to guide and control them toward desired 
material results. So, we assume, social action may be effec- 
tively directed within a certain range of realities to bring 
about the best social results, or those at least which the 
people choose and believe are best. The forces of indi- 
vidualism and of altruism may be harmonized, disciplined, 
and guided under truly representative government, to- 
ward the higher welfare of the nation. For individuals do 
have generous impulses and instincts conducive to the 
development of a social order, otherwise democracy could 
never have arisen and certainly could not long endure. 
At the same time, the existence of predatory impulses 
and instincts and habits harmful to the social order must 
not be overlooked in a Quixotic spirit. It is this aspect of 
the human psychological make-up which lies at the root 
of many of our economic problems. Their solution is 
largely a matter of controlling the excesses of selfishness, 
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alike in a socialistic and in an individualistic social order. 

It is not to be assumed that the need of political action 
resulting from the growing economic complexity of society 
involves a resistless trend toward democratic socialism. 
No more does it necessarily involve a resistless trend to- 
ward economic despotism, or any other “ism,” although 
either trend may occur, indeed one or the other is sure to 
occur, in the absence of positive and definite action on the 
part of the American people, if heedless of their liberties. 
Often, no doubt, the best result is to be attained through 
less, rather than by more “government in business,” and 
in many respects by less and not more “business in govy- 
ernment” of the sort we now have, as cannot fail to be 
suggested by many facts in the ensuing pages. 

The authors participating in this “economic diagnosis” 
are all economists in the Princeton faculty, each writing 
on a subject to which he has given special study. The 
views expressed are those of each individual author, not 
the consensus of the group. The aim has been to present 
in an independent and non-partisan spirit the various 
implications and alternatives open to the nation’s choice. 
These brief essays on living topics are sign posts at the 
cross-roads, pointing the way and telling whither each 
road is likely to lead. The book is offered in the hope that 
it may contribute something toward the thoughtful con- 
sideration of these important public issues, and may bring 
somewhat nearer their wise practical solution. 
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CHAPTER I 


THE GOLD STANDARD IN THE UNITED STATES 


BY EDWIN WALTER KEMMERER 


T is through money glasses that the man of today sees 

most of the facts of his economic life. His income, his 
expenditures, his debts and his credits, and the value of 
his property are all expressed in terms of money. He 
receives money for what he sells and pays money for what 
he buys. In terms of money, moreover, he thinks of the 
value of most material things with which his life is con- 
cerned. 

In times of economic disorder, therefore, the average 
man naturally jumps to the superficial conclusion that 
the cause of the trouble is a breakdown in this all- 
pervasive thing, money, and that the remedy is to be 
found in some kind of monetary reform. So, nowadays, 
as in previous economic depressions, we are deluged with 
money cranks and monetary panaceas. We hear much of 
a money shortage, of an inadequate gold supply, of a 
maldistribution of gold, of curtailed bank credit, and of 
similar currency evils. We hear, likewise, of such monetary 
remedies for these evils as: the remonetization of silver, 
bimetallism, large issues of paper money by the Govern- 
ment to be circulated by payment of a bonus to veterans 
or by loans to farmers, or for construction of public 


works; and we hear of various plans for a managed paper 
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currency to be substituted for the gold standard. Some 
of these proposals have merit; others are economic 
monstrosities which would never be taken seriously by any 
one who had even an elementary knowledge of economic 
principles or a familiarity with the outstanding facts of 
monetary history. 

What has really happened to the gold standard during 
the last few years to bring it into such ill repute? Has it 
broken down permanently, and is its “breakdown” the 
principal source of our present economic ills? What has 
been done by our Government to meet the currency situa- 
tion and what reasonably can be done at the present time? 

The gold standard is a comparatively new monetary 
standard, having been first adopted by England only a 
little over a century ago. It was not until the decade of 
the seventies of the last century that gold became the 
monetary standard of other great nations of the world, 
including France, Germany and the United States. Then, 
after only a little over one generation of experience with 
a really international gold standard, the World War 
came, and, under its influence, the entire world, with the 
qualified exception of the United States, gave up the gold 
standard and substituted therefor various kinds of man- 
aged paper currencies. Disgusted with their paper money 
currencies, one by one the leading countries of the world, 
during the years 1923-1929, gradually worked their way 
back on to the gold standard; though, in many cases, very 
insecurely. By the time of the financial crisis of 1929, the 
gold standard was again in operation in nearly all the ad- 
vanced countries of the world. 

As every student of money knows, one of the first re- 
quirements of a good monetary standard is that the unit 
of value, whether consisting of the value of a fixed quan- 
tity of gold or silver, or of both gold and silver tied to- 
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gether by a bimetallic ratio, or consisting of the value 
of the amount of money representing the unitary de- 
nomination of some form of managed paper currency, 
shall be reasonably stable. In other words, whatever may 
be the standard for the monetary unit—namely, for the 
dollar, the pound or the franc—should have the same pur. 
chasing power over goods in general for substantial 
periods of time. This is true for many reasons, but 
primarily because our hundreds of billions of dollars of 
debt are expressed and paid in terms of the monetary unit 
and, therefore, if, between the time a debt is contracted 
and the time at which it is paid, the value or the purchas- 
ing power of the monetary unit—say, the dollar—trises, 
the debtor is required to pay the creditor the principal 
and interest of his debt in a more valuable dollar than he 
borrowed; and, vice versa, in case the value of the dollar 
falls, the creditor suffers by being paid in dollars of less 
purchasing power than he loaned. 

Gold has been very unstable in value since its wide- 
spread adoption as a monetary basis a couple of genera- 
tions ago, and for this reason has proved to be a defective 
monetary standard. During this period, however, silver 
has been as variable in its value as gold, and the world’s 
long experience with bimetallism, ending about sixty years 
ago, showed the bimetallic standard also to be a highly 
unstable one. Moreover, whenever one turns from the 
world’s experiences with gold and silver as monetary bases 
to its experiences with various forms of paper money 
standards like those of the asstgnats of France, the Con- 
tinental paper money and the greenbacks of the United 
States, or of the various war-time and post-war paper 
currencies of Germany, Russia, France and other Euro- 
pean countries, he finds that these managed paper money 
standards have been the most unstable of all. England, 
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much against her will, was forced off the gold standard 
in September 1931, and, as a temporary measure, re- 
sorted to a so-called “managed” paper money standard. 
While all monetary standards in recent years, including 
the gold standard itself, have been more or less managed, 
and will probably be increasingly managed in the future, 
the present “sterling paper money standard” is the 
most rationalized and deliberately managed paper money 
standard with which the world has yet had any experience. 
Under a strong coalition government, England has suc- 
ceeded in keeping the paper pound fairly stable in its 
purchasing power for nearly a year. This, however, is al- 
together too short a time upon which to judge the merits 
of this important experiment in the maintenance of a 
managed paper money standard. The predominant senti- 
ment in England today, moreover, and recent official dec- 
larations of the Government both point to a return to 
the gold standard in the future. 

One significant fact about the gold standard is, that, 
although gold was very unstable in value most of the 
time from 1873 to 1920, during the eight and a half 
years from the summer of 1921 to the end of 1929 the 
value of gold was unusually stable. This was due, in part 
at least, to an increasing amount of international co- 
operation in the administration of the gold standard, 
especially by the world’s central banks. During these 
eight and a half years the extreme range in the average 
annual index numbers of wholesale prices in the United 
States was only about 81% per cent. For several’ years 
preceding the stock market crash of October 1929, which 
inaugurated the present world depression, the gold stand- 
ard was functioning well and was giving the public an 
unusually stable unit of value, except in the cases of a few 
countries like England, which were suffering from an 
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uncompleted and unwise program of drastic deflation. 

Although commodity prices in the countries that were 
firmly established on the gold standard were compara- 
tively stable during the years immediately preceding the 
present depression, the years 1925-1929 in the United 
States witnessed one of the wildest orgies of stock specula- 
tion and of inflated stock prices this country ever saw. 
And this speculative craze in many parts of the country 
extended itself to real estate. Prices of stocks on our ex- 
changes rose to figures out of all proportion to the earn- 
ings, actual or prospective, of the respective companies, 
and millions of people of all classes lost their heads and 
later their property in this orgy of speculation. From 
September 1924 to September 1929, the mean of the 
monthly high and low daily averages of prices of 351 
industrial stocks, as given by the Standard Statistics 
Company, rose from 70.7 to 216.1, and for 33 rail- 
road stocks, from 79.3 to 168.1. The volume of monthly 
sales on the New York Stock Exchange increased dur- 
ing the same period from 18 million shares to 100 
million shares. 

Of course, such a speculative boom could not last in- 
definitely, and, when the collapse should come, not only 
the participants but practically everybody else would 
have to suffer. Countless warnings of the danger were 
given by prominent economists and financiers and by our 
Federal reserve authorities, but they were unheeded by 
the great masses of the people. 

The first serious break in these absurd speculative 
prices came in October 1929, and, since then, we have had 
at least three major breaks, with a generally downward 
movement most of the time. The Standard Statistics 
averages for three groups of stocks—351 industrial 
stocks, 33 railroad stocks and 37 public utility stocks, 
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respectively—for the years 1929 to 1931, inclusive, and 
for June 1929 and June 1932, were as follows: 


Security Pricrs—InprEx NumBeErs or STANDARD 
Sratistrcs Company 





1926 = 100 
351 33 37 Public 
Industrial Railroad Utility 
stocks stocks stocks 
126 ee NaN 189 147 235 
LOS ORR re eee 141 125 215 
1OSE Me Ae ese 87 %2 148 
June WIZO wk, ei 191 145 233 
unerl GBA le atone 34 14 55 


Enormous declines were suffered by all classes of stocks 
and reached every class of people throughout the country. 
For example, the most widely held stock in the United 
States, that of the American Telephone & Telegraph 
Company, distributed among 450,000 stockholders when 
the crash came, declined from 249 on June 15, 1929 to 
73 June 15, 1932; although there was no reduction in 
dividends. For the same dates Pennsylvania Railroad 
stock, of which there were over 175,000 stockholders in the 
autumn of 1929, declined from 95 to 8, and United States 
Steel, with over 100,000 stockholders in the autumn of 
1929, declined from 201 to 23. Some widely distributed 
stocks with many thousands of stockholders have declined 
to less than one per cent of their October 1929 prices. 
Bonds have also suffered heavy declines, particularly 
those of foreign governments, and over 800 million dollars 
of Latin American bonds, among others, widely dis- 
tributed among American investors, are now in default. 
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The shocks which these declines have given the Ameri- 
can people have been terriffic. For literally millions the 
accumulated savings of a lifetime have been wiped out. 

Although the prices of commodities, as previously 
pointed out, did not rise with the prices of stocks and 
real estate during the boom, they were forced down by 
the collapse of confidence resulting from the toboganning 
stock and real estate prices, as the following figures will 
show. 


InpExts oF Prict Movements IN THE UNITED STATES 


1926 = 100 
General Wholesale Prices of Cost of 
Prices Prices Farm Living 
Federal Bureau Products National 
Reserve of Bureau of Industrial 
Bank of Labor Labor Conference 
New York Statistics Statistics Board 
HOA i AOD 95 105 96 
1930 .... 98 86 88 93 
POS cs 2 OS 73 65 84 
June 1929. 105 97 103 95 
June 1932. ‘75 64 46 74 


This drastic fall in prices naturally has brought with 
it tremendous consequences. A heavy decline in the prices 
of the products of our farmers, for example, makes it 
increasingly difficult for them to pay the interest and 
principal charges on their mortgage obligations, which, 
unfortunately, do not decline in amount when the value 
of the dollar in which they must be paid rises. This means 
hardship to the farmer and, in numerous cases, foreclosure 
and dispossession. All other classes of debtors whose in- 
comes decline in the face of fixed debt charges have 


10 FACING THE FACTS 


similarly suffered; such, for example, as the city and vil- 
lage home buyer, struggling to pay off a mortgage on 
his home; governmental bodies, national, state and local, 
with their large public debt; railways and public utilities, 
with their business declining, charges for services goy- 
ernmentally controlled, and with heavy fixed debt 
charges; likewise, many industrial corporations, with 
their heavy bonded indebtedness and declining volume 
of business. 

Fixed debt charges and, in many cases, comparatively 
fixed wage and salary schedules, at times when prices and 
incomes are rapidly declining, mean defaulted and frozen 
credits in the portfolios of banks and insurance companies. 
Furthermore, to add to the seriousness of the situation, 
at just the time when the values of these assets are so 
rapidly declining, millions who are out of employment are 
compelled to withdraw their bank deposits to meet living 
expenses, or, for similar purposes, to borrow from in- 
surance companies upon the cash surrender values of their 
life insurance policies. Moreover, as the prices of bonds, 
stocks and other securities decline, margins on collateral 
loans at banks must be continually increased or the bor- 
rower is sold out—as he has been in many thousands of 
cases during the last three years. All this necessitates the 
dumping of securities on a continually narrowing and 
nerve-wracked market, which drives prices down further 
and puts one more circle in the vicious spiral. Distress 
selling, declining prices, more distress selling, and still 
further declining prices have been the order until the re- 
sult in numerous cases has been bankruptcy. The bank- 
ruptcy of one concern leads to the bankruptcy of others, 
and, in such times, the assets of a bankrupt must be sold 
in this depressed and inactive market. Briefly stated, this 
is the process which has given us our somber picture of 
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commercial and bank failures in the years 1930-1932 
which is shown in the following table. 





Bank Suspensions * |Commercial Failures + 





No.of Deposits| No.of Liabili- 

Date Banks of Banks| Concerns _ ties of 
Failing Failing Failing Concerns 
$000,000 $000,000 


OZ OW reed Heke eters. 956 272 21,773 409 
HDT igen ars Bees ate 662 194 23,146 520) 
TG behest NS a ee 491 139 23,842 490 
OO eee sit cae eva 642 235. 22,909 483 
MO Oa ents eral sas 1,345 865 26,355 668 
OSHA veh eer epe ee de sts 2,298 1,692 28,285 736 
Jan.-June 1926 .. 369 98 11,476 210 
Jan.-June 1929 .. 354 98 12,172 232 
Jan.-June 1930 .. 477 209 13,771 337 
Jan.-June 1931 .. 687 421 15,107 370 
Jan.-June 19382 .. 808 524 17,433 537 


* Federal Reserve Board Figures. 

+ Dun’s figures. 

The other conditions just described (except the large 
number of bank failures, which are peculiar to the 
United States) have prevailed in most other countries of 
the world. Many countries, including England, most of 
her dependencies, the Scandinavian countries, Japan and 
all South America, under the pressure of this world crisis, 
have abandoned the gold standard and shifted over to a 
paper-currency basis. 

Although the principal single cause of this economic 
breakdown is probably “‘the shell shock” which the public 
suffered from the collapse of the speculative boom of 
1928-1929, there were numerous other contributing 
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causes. In this connection, it should be remembered that 
the world had only recently gone through the greatest 
war in history and by 1929 was still far from having 
liquidated the economic consequences of that war. Ger- 
many was still saddled with large reparation charges 
which she was meeting by means of funds borrowed 
abroad, chiefly from the United States; while other coun- 
tries were paying their interallied debts to us largely out 
of the money which Germany was paying them. After 
the crisis struck us, our foreign lending practically ceased, 
and this, in turn, is the principal explanation of the 
Hoover moratorium of June 20, 1931. 

Rising tariff barriers in the United States and Europe 
and the increased number of national frontiers where 
tariff barriers have been erected, resulting from the crea- 
tion of new states by the Treaty of Paris, were further 
impediments to post-war economic recovery. 

Another factor which had weakened our economic 
organization and made it more susceptible to the shock 
of the speculative collapse of 1929 was the widespread 
efforts that were being made throughout the world to 
valorize all sorts of basic commodities. Without adequately 
controlling the supply of these products, the world tried 
to maintain at high levels the prices of coffee, rubber, 
copper, nitrate, tin, wheat, and sugar, with the result 
that it accumulated a great backwash of these commodi- 
ties which has been plaguing it for some time. In these 
various valorization schemes, by whatever name they are 
called, the world made a bad mess of its attempts to coun- 
ter the normal workings of the law of demand and supply. 
The result has been: serious maladjustment in the markets 
for these basic commodities, excessive stocks, and absurd 
prices. 

It is easy, however, to exaggerate the importance of 
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maladjustments like these that have just been mentioned ; 
for one of the most striking facts of our modern economic 
life is the stability of the world’s rate of increase in the 
production of its great basic economic products. In this 
connection, valuable studies have recently been made by 
Dr. Carl Snyder of the New York Federal Reserve Bank 
and by the League of Nations. Dr. Snyder’s figures cover 
the period from 1865 to the present time, while the figures 
of the League of Nations are only for the years 1925 to 
1930, inclusive. The Snyder figures relate to all varieties 
of crops, as well as to the principal minerals and metals. 
His index numbers represent physical quantities—tons, 
bushels, yards, etc.—rather than money values. These 
figures show a remarkably uniform rate of increase, of 
approximately 3.15 per cent a year, in the physical 
volume of production; and there are apparently strong 
forces that push the curve back to about this gradient 
whenever it swerves above or below it. The normal annual 
rate of increase in the United States alone since 1865 has 
been about 4 per cent. The world’s production of basic 
commodities actually declined during the war period, 
while the production of basic commodities in the United 
States showed little change between 1915 and 1919. On 
the other hand, the rate of growth in Europe after the 
War was greater than in the United States. The League 
of Nations, in discussing its own indices of world produc- 
tion for the years 1925-1929, which tell much the same 
story as the Snyder figures, says: “The apparently rapid 
progress achieved by Europe since 1925, therefore, rep- 
resents partly a recovery of lost ground, while the 
rising figures of other continents represent more normal 
progress.” * 


* League of Nations, Memorandum on Production and Trade, 1925 to 
1929-30, page 17. 
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According to Snyder’s figures for the world, the rate 
of growth for the years 1920-1929 was 3.2 per cent a 
year, or at practically the normal rate for the entire 
period 1865 to the present time. 


Some economists have attributed the world decline in 
prices to a world shortage in gold, which was, in fact, the 
principal cause for the decline in prices in gold-standard 
countries between 1873 and 1896. There is little evidence, 
however, in support of this explanation for the price de- 
cline of 1929-1932. Between 1913 and 1931, the world’s 
stock of monetary gold increased at an annual average 
rate of 4.7 per cent, while the average annual rate of 
world growth in the production of basic physical com- 
modities, which may be taken roughly as a measure of 
the growth of the demand for monetary gold, from 
1913-14 to 1929-30 was only 1.86 per cent. 

There are in circulation in the United States today 
(June 1932) about 5%, billion dollars, of which approxi- 
mately 1.2 billions consist of gold and gold certificates, 
and the balance consists of various kinds of paper money 
and of coins of silver, nickel, and copper which the Na- 
tional Government is obliged by law to maintain at a 
parity with gold. About 90 per cent, however, of our total 
volume of business in the United States, which in a nor- 
mal, prosperous year amounts to something like a trillion 
dollars, is performed by bank deposits circulating by 
means of bank checks. Our bank deposits normally (say, 
1926 to 1928) amount to over 50 billion dollars, of which 
about 25 billions are payable by check, and this volume 
of checking deposits circulates, through check payments, 
on an average 30 to 40 times a year. Yet the value of 
every dollar of our paper money and the value of every 
dollar payable by bank check, by which most of this tril- 
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lion dollars of business is effected in a normal year, is 
equal to the value of 23.22 grains of gold coined into 
money. 

Money is worth what it will buy. In other words, the 
value of money is expressed in its purchasing power over 
goods and rises when the price level falls and falls when 
the price level rises. The value of money, like the value 
of every other economic good, at any time, is the result 
of the interaction of the forces of demand and supply; 
and, inasmuch as money and circulating deposit credit 
change hands in the process of buying and selling goods 
and services, the law of supply and demand can be ex- 
pressed with more mathematical exactness in its applica- 
tion to money than in its application to other kinds of 
economic goods. The simple mathematical equation by 
which this law is usually expressed in its relation to money 
and prices is known as “the equation of exchange,” or 
“the quantity theory formula.” This equation is that the 
average price level, which we will designate by P, is equal 
to the amount of money in circulation, M, times the aver- 
age velocity at which this money circulates, V, plus the 
amount of bank deposits subject to check, D, times the 
average rate at which these deposits circulate, R, divided 
by the number of transactions, T', effected by means of 
money and circulating deposit credits. The “equation of 
exchange,” therefore, is 


MV + DR. 
P= ———_ 
dy 
While there is an almost infinite number of forces in- 
directly affecting the price level and while the problem 
of price level determination is, therefore, a very compli- 


cated one, the inter-relationship of the factors directly in- 
volved is expressed in this formula. 
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We have figures available in the United States which 
measure in a rough way from month to month the fluctua- 
tions of five of the six factors in this “equation 
of exchange”; namely, of all of them except V, which 
represents the velocity of monetary circulation. Further- 
more, inasmuch as we know that something like 90 per 
cent of the total business of the country is normally 
effected by means of bank deposits circulating through 
bank checks, thus leaving only 10 per cent to be effected 
by means of money in hand-to-hand circulation, we can 
see that V is a comparatively minor factor in the equation. 
Normally, the velocity of monetary circulation is probably 
in the neighborhood of 20 to 25 times a year. 

The general price level, represented by P, has moved 
approximately as follows since 1926, according to the 
computations of the New York Federal Reserve Bank: 


NE OZG ss shsrcje.e eo euerel ota) ohare 100 
i 7-4 (ee emerge tea dale) 100 
OZ SE ie es ale male teeter enete 103 
POZO. Heala cate were watt elite 105 
TOSO eG aaah ee etna 98 
19S] 2 pets costs @eiepoeeee 88 
U9S2, (G6; Os.) peta aiaiejot arcvauwed 78 


The average amount of money in circulation, M, ac- 
cording to the United States Treasury figures, has moved 
in the following proportions: 


EO ZG ia si alse meperete siete eee 100 
LOOT LE Fe fee 0 ia aa eee 99 
LOZS ieee is he shone 97 
LOZD <x...) oats. laa eee eee 97 
1980. 5+. Scuced Fee ene aetna 92 
9S] ooo hts slope Senate 100 
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For bank deposits subject to check, D, we have not 
available satisfactory figures that are up-to-date for the 
country as a whole, and probably the most representative 
figures that are available to date are those for the net 
average demand deposits of “all reporting Federal re- 
serve member banks” that cover four or five weekly reports 
each month. Their relative movements since 1926 have 
been as follows: 


ev AO rel al el eae Sent nheith cane, 6 100 
Ee av etaed Melat era revere) <tete os 0; 6 102 
LS eri esas tet ol aS es an ee a ae 104 
lS PS AE etd aoc 8 Pe ee ee 103 
BOS ye) ibid sine evel alee shatiterseg i) LOS 
1931 ..... See Ne nigh at sa LOZ 
GSA) (GMOs: wel ra aie sls ai- 86 


For the rates of deposit turnover, R, the actual figures 
and the index numbers for 141 leading American cities 
and, separately, for New York City, and for the 140 
cities exclusive of New York City are as follows, for the 
period 1926 to the present time: 


Invex or Deposrr Turnover 1n Leapine Crries or THE UNrrTEeD STATES 
1926-1932 


141 Cities New York City * || 140 Other Cities 


Average Faden Average | tngon, || Average Ents 


Period Annual Annu 
Rate of \"7596 —|| Bate of [7529 || Rate of |"oag a= 


Deposit Deposit Deposit 

Turnover uae Turnover a00 Turnover 190 
1926 53.4 100 67.1 100 33.9 100 
1927 57.4 107 74.9 112 35.0 103 
1928 67.7 127 93.5 139 37.9 112 
1929 78.0 146 111.9 167 41.6 123 
1930 55.3 103 69.5 104 34.9 103 
1931 41.1 7 46.2 69 28.8 85 
1932 35.1 66 37.1 55 26.5 78 





* Stock market transactions are the principle explanation of the fact 
that the rate of deposit turnover is so much higher in New York City 
than in the other 140 cities. 
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For the variations in the physical volume of business 
effected in the United States there are available several 
series of index numbers, the two most important of which 
as criteria for the measurement of T' of the equation of 
exchange are given in the following table: * 


InpDEXxEs oF Bustness ActTiviry AND InpustTRIAL Propuction 
IN THE UnrITED States, 1926-1932 





Clearing Index Industrial 
Period of Business * Production + 
1926 — 100 1926 — 100 
MOZG We. So's tah tee 100 100 
MD Die tom crate sates tute te late 101 98 
FS Pt Ast Ae Sa ati 102 103 
I Ft eh SOP bes SU 106 110 
WOSO | 3 205k es 92 89 
Us 5 A ae See a 78 75 
MOST Saw avec eats « 64 60 





* This Index is prepared by the Federal Reserve Bank of New York, 
and is based on a three months’ moving average of the country’s clear- 
ings, with seasonal variations and price changes allowed for. I have 
adjusted the figures to the basis of 100 for the year 1926. 


+ These Indices are the indices for Industrial Production prepared 
by the Federal Reserve Board and published monthly in the Federal 
Reserve Bulletin. I have adjusted them to the basis of 100 for the year 
1926. 


Briefly stated, the story of these tables is roughly as 
follows: 


* The Snyder figures for the world and for the United States sepa- 
rately referred to on pages 13-14 are based solely upon the production 
of basic commodities and are, therefore, not as comprehensive a basis 
of measurement for the physical volume of economic activity as are 
the figures given in this table. They are, moreover, not available for the 
early part of 1932. For the years 1926 to 1931 they are as follows for 
the United States: 

MOZGiUF tpaveisiecarstemeuraraa sretetsfaetels 100 (1929 2... scccevrsscsvens isieiaon eg kOe 
OZ Tavera ta veleleressheieistereys rialeteieertiote 96) TOGO os cin's's.01o winlsle eis\elstainiaie mis 90 
DZS J elavols ole lei wteloioleleietnllstetelatelats LOZ: LOSE fos atelele,« sieiepotoieioibivia kis atniele 85 
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We are doing today about two-thirds the physical 
volume of business we did in 1926 and this business is 
being done at an average price level at least 20 per cent 
lower than that of 1926; but, to do this greatly reduced 
amount of business, we have 12 per cent more money in 
circulation than we had then, while our bank deposits 
subject to check have declined only about 14 per cent, 
all of this decline in bank deposits having taken place in 
1932. The great shrinkage has been in the rates at which 
the bank deposits circulate. 

The average annual rate for deposit circulation de- 
clined 35 per cent from 1926 to 1932 for the country as 
a whole, as exemplified in the figures of 141 important 
cities ; it declined 45 per cent for New York City alone; 
and 22 per cent for the other 140 cities. For the 141 cities 
the average annual rate declined 56 per cent from 1929 
to 1932. 

Here is the chief explanation of what has happened. 
We are still suffering from the shell shock of 1929, and 
our troubles have been accentuated by subsequent shocks 
resulting from economic calamities in Europe, from the 
discouraging way in which our American Congress for a 
long time handled our urgent fiscal problems, and from 
the threats which Congress so long held over us of ex- 
tremely radical legislation. We have adequate gold re- 
serves and an abnormally large amount of money in 
circulation. We also have a large volume of circulating 
bank deposits relative to the physical volume of business 
we are doing. But this money and, particularly, these 
bank deposits are not moving at their customary rates. 
The people who have them are afraid to use them. The 
most important single cause of our present business in- 
activity is, therefore, this lack of confidence on the part 
of the country’s business and financial leaders, upon 
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whose initiative we must chiefly depend to start things 
moving again. 

The National Government and the Federal reserve 
authorities have adopted several important measures, the 
primary object of which has been to restore confidence. 
It is everywhere recognized that deflation has gone alto- 
gether too far and that an orderly and controlled inflation, 
or, as it is sometimes called, “‘reflation,” back to normal 
is desirable. From what has been said before in this chap- 
ter, it should be clear that the desirable and natural way 
for this “‘reflation” to take place is chiefly through a re- 
turn to normal of our rates of turnover of bank deposits. 
The rate of deposit turnover, however, except in times of 
a depreciating currency, is correlated with business con- 
fidence, rising as business confidence rises and falling as 
business confidence falls, and therefore the all-important 
object of sound public policy today should be a restoration 
of confidence. 

Of the various measures taken to restore confidence, 
six of the most important may be briefly considered. They 
are: 


(1) Organized efforts to discourage hoarding. 

(2) Increased expenditures for public works. 

(3) The organization of the National Credit Cor- 
poration. 

(4) The organization of the Reconstruction Finance 
Corporation. 

(5) The Glass-Steagall Act. 

(6) The cheap credit policy of the Federal reserve 
authorities. 


Partly as a result of the decline in banking facilities, 
and, in many communities, of the complete absence of 
such facilities due to extensive bank failures, partly as a 
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result of lack of confidence in banks due to bank failures, 
and partly because of the desire of many banks to increase 
their liquidity by holding unusually large amounts of till 
money, and for other reasons, the amount of hoarded 
money in the United States in the latter part of 1931 
and early 1932 was large. Responsible estimates placed 
it at from a billion to a billion and a half dollars. Both 
the Administration at Washington and the business and 
banking world in general became greatly concerned over 
the extent of this hoarding, and President Hoover, 
with the codperation of a committee of private citizens, 
launched a vigorous public campaign against hoarding. 
In connection with this campaign and to provide an at- 
tractive, safe investment for people of small means who 
might otherwise hoard their money, an issue of one-year 
United States Treasury Certificates in small denomina- 
tions, paying 2 per cent interest and redeemable at the 
option of the holder at par and accrued interest on 60 
days’ notice, was authorized in March 1932. This anti- 
hoarding campaign resulted, at least temporarily, in a 
moderate reduction in the hoarding, although very few 
of the “baby bonds” were sold. Much money that would 
otherwise have been hoarded has been intrusted to the 
Government through deposits in postal savings banks, 
which increased from 175 million dollars on June 30, 
1930, to 734 million on May 30, 1932. 

The word “hoarding” is a relative term. How long 
must a person hold money in order to be said to be hoard- 
ing it? A half century ago an anonymous writer cor- 
rectly explained hoarding, when he said: “A difference 
in the degree of the rapidity of the circulation of money, 
is only a difference in the number and length of the hoard- 
ings which may intervene between one use of it in pur- 
chasing, and the next succeeding same use of it. The 


22 FACING THE FACTS 


rapidity of the movement of money is not in the nature 
of the rapidity of a horse or a locomotive, but signifies 
merely the number of times it is used in purchasing within 
any given period.” * 

Furthermore, if the hoarding of a billion dollars, con- 
sisting chiefly of Federal reserve notes, is serious, what 
shall we say of our billions of dollars in bank deposits that 
are not moving at all and of the decline in the average 
annual rate of turnover of our bank deposits in 141 
American cities from 80 in November 1929 to 36 in 
April 1932, when we recall that about 90 per cent of our 
business, amounting in a prosperous year to something 
like a trillion dollars, is effected through the circulation 
of bank deposits? 

The hoarding of money for any considerable length of 
time, though sometimes justifiable, is usually expensive 
and socially harmful and should be discouraged. An epi- 
demic of hoarding, which should lead to heavy runs on 
banks, would be exceedingly harmful. The hoarding we 
have so far had, however, is only a minor phase of our 
weakened public confidence, of which a much more im- 
portant phase is the inactivity of our bank deposits. 

An obvious and rational way of stimulating business 
activity and of reducing unemployment in times of de- 
pression is increased government expenditures for public 
works, and this expedient has been wisely followed by our 
National Government, as well as by many of our state 
and municipal governments, in the present depression. 
President Hoover, in a letter made public May 23, 1932 
and addressed to the President of the American Society 
of Civil Engineers, described the Government’s activities 
in this connection in part as follows: 


_* Bankers Magazine (New York), May 1881, pp. 863-864. 


GOLD STANDARD IN THE UNITED STATES) 23 


“All branches of government—Federal, state and 
municipal—have greatly expanded their ‘public works’ 
and have now reached a stage where they have antici- 
pated the need for many such works for a long time to 
come.... From January, 1930, to July 1, 1932, the 
Federal Government will have expended $1,500,000,000 
on ‘public works.’ The budget for the next fiscal year 
carries a further $575,000,000 of such expenditures 
(compared with about $250,000,000 normal) and in- 
cludes all the items I have felt are justified by sound 
engineering and sound finance. Thus by the end of next 
year the Federal Government will have expended over 
$2,000,000,000 on public works, which represents an 
increase over normal of perhaps $1,200,000,000. 

“Thus we have largely anticipated the future and 
have rendered further expansion beyond our present 
program of very remote usefulness and certainly not 
justified for some time to come, even were there no fiscal 
difficulties. They represent building of a community 
beyond its necessities. We cannot thus squander our- 
selves into prosperity.” 


Obviously, expenditures of this kind cannot be made, 
except as they are financed by public borrowing, and such 
borrowing in times of depression like the present and when 
the Government is struggling to meet an enormous deficit 
cannot be effected on a large scale without danger of still 
further breaking down public confidence and of weaken- 
ing public credit. Just how far a government should go 
in the direction of public work construction in a time of 
depression is difficult to say, and in each case the answer 
must depend upon the exigencies of the particular situa- 
tion. Drastic conditions demand drastic remedies. There 
can be little doubt, however, that many of the elaborate 
plans for public works construction now being urged on 
the Government would so weaken national credit and pub- 
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lic confidence, if adopted at a time like this, as to retard 
rather than hasten economic recovery. 

Only a few words need be said concerning the National 
Credit Corporation, as the period of its active life was 
a short one and its functions are now being performed by 
the Reconstruction Finance Corporation to be described 
later. 

The National Credit Corporation was organized, on a 
recommendation made by President Hoover October ‘%, 
1931, with the primary purpose of aiding banks scattered 
over the country which, though solvent, were highly il- 
liquid and not in position safely to meet the probable 
demands of an alarmed public. The participating banks 
were to subscribe 500 million dollars in capital on the 
basis of 2 per cent of their respective net demand and 
time deposits; and the Corporation was to be authorized 
to issue debentures to the amount of one billion dollars. 
It was contemplated that one or more associations of 
banks should be set up in every Federal reserve district, 
each association to be composed of the subscribing banks 
within its area of operation. These associations were to 
make loans to needy banks within their districts, upon 
satisfactory collateral. The funds of the local associations 
would be obtained, upon the joint guarantee of their re- 
spective members, from the central Corporation whose 
main function was “to lend or advance funds to banks or 
groups or associations of banks, upon such terms and 
conditions as shall be determined by the board of directors 
or executive committee.” * 

In recommending the National Credit Corporation, 
October 7, 1931, President Hoover said: “Furthermore, 
if necessity requires, I will recommend the creation of a 


* Federal Reserve Bulletin, October 1931, pages 551-557, 555. 
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finance corporation similar in character and purpose to 
the War Finance Corporation, with available funds suffi- 
cient for any legitimate call in support of credit.” * 

The National Credit Corporation got into action rather 
slowly and the total subscriptions never quite reached the 
500 million dollars recommended. It nevertheless rendered 
valuable aid to numerous banks, many of which it saved 
from suspending, and it was a powerful factor in bringing 
about the reduction in bank suspensions which took place 
in February and March 1932. 

Soon, however, it became evident that a different type 
of organization was needed, with a different control, wider 
powers and much larger capital,.to cope with the situa- 
tion. Accordingly, the Reconstruction Finance Corpora- 
tion, the “financial corporation similar in character and 
purpose to the War Finance Corporation” previously 
mentioned as a possibility by President Hoover, was cre- 
ated by Congress, and soon after its establishment it 
began to take over the duties of the National Credit Cor- 
poration, which is now being liquidated. 

The act creating the Reconstruction Finance Corpora- 
tion was approved by the President January 22, 1932, 
and the Corporation began to function early in February. 
The law provides for a capitalization of 2 billion dollars. 
Initially, 500 million dollars was subscribed by the United 
States Government and is being called for by the Board 
of Directors of the Corporation as needed. The remaining 
11% billion dollars of the capitalization will be obtained 
as required from bonds issued by the Corporation. 

This means that the United States Government is put- 
ting its own credit back of deserving but greatly em- 
barrassed business credit. The Reconstruction Finance 
Corporation makes advances to embarrassed railroads 


* [bid., page 552. 
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upon the approval of the Interstate Commerce Com- 
mission, and to distressed agriculturists through the 
United States Department of Agriculture. It also renders 
aid to embarrassed but sound banks. It has power to ac- 
cept drafts and bills of exchange drawn on it and matur- 
ing in not less than one year against goods moving in 
domestic or foreign trade. It is permitted to advance 
funds to the acceptance market for maturities con- 
siderably longer than the maximum maturity here- 
tofore permitted for advances by the Federal reserve 
banks. 

The first President of the Corporation, General Charles 
G. Dawes, in his testimony before the Ways and Means 
Committee of the Congress of the United States on April 
21, 1932, described in some detail the work of the Recon- 
struction Finance Corporation up to that date. He said 
that the Corporation had already authorized loans to 
1,757 institutions, aggregating $70 million dollars of 
which 285 million had already been disbursed to the bor- 
rowing institutions. These disbursements had been made 
through the Corporation’s thirty-three loan agencies dis- 
tributed over the country. Included in the authorized 
loans were loans to the amount of 243 million dollars to 
1,520 banks and trust companies, and this was in addi- 
tion to loans aggregating 6 million dollars in connection 
with the reorganization or liquidation of 67 closed banks. 
There had also been approved loans aggregating 17 
million dollars to 98 building and loan associations. The 
Corporation had also underwritten intermediate credit 
bank debentures aggregating 68 million dollars, the sole 
object of which was to aid distressed farmers. Fortu- 
nately, all of these debentures were actually sold in the 
open market, and it was unnecessary for the Finance Cor- 
poration to take over any of them. The assistance ren- 
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dered to banks has been chiefly to small banks in small 
communities. * 

The Glass-Steagall amendment to the Federal reserve 
law was approved by the President February 27, 1932. It 
has two important objects: (1) To facilitate Federal 
reserve bank advances in times of emergency by broaden- 
ing eligibility requirements, and (2) to increase the effi- 
ciency of the gold held by the Federal reserve banks, by 
making it possible for the reserve banks to substitute 
Government securities for gold as collateral for Federal 
reserve notes, at times when other eligible paper is not 
available to be so substituted. 

We have previously discussed (pages 9-11) the se- 
rious difficulties encountered by many of our banks in 
1931-32 as a result of the freezing of their loans and dis- 
counts and the depreciation of their security holdings. 
Although at all times there have been in the hands of 
member banks as a whole large amounts of paper, eligible 
for rediscount and sale to the Federal reserve banks, there 
have, during the last few years, been thousands of banks, 
entirely solvent at any normal valuation of their assets, 
that have been depleted of their eligible paper. The Glass- 
Steagall amendment provides that member banks, either 
in groups of five or more, or as individual banks, may 
borrow from the Federal reserve banks upon other secu- 
rity than that previously eligible for rediscount. This 
privilege may only be availed of, however, provided the 
member banks in question do not have in their individual 
portfolios eligible paper by means of which they could 
borrow from the Federal reserve bank in the ordinary 
way. The security which is to be offered is to be scruti- 

* “Payment of Adjusted-Compensation Certificates,” Hearings before 
the Committee on Ways and Means, House of Representatives, 72nd. 


Congress, First Session, April 11 to 29 and May 2 and 3, 1932, pages 
376-397. 
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nized and approved by the Federal reserve bank and the 
Federal reserve board. So far as individual member banks 
are concerned, this measure is purely an emergency one 
and not intended permanently to amend the Federal 
reserve act, for the privilege expires March 3, 1933. 
However, the provision for joint borrowing by groups of 
five or more banks is made a permanent feature of the law. 

The Glass-Steagall amendment permits the use of 
direct government obligations as collateral for Federal 
reserve notes and thereby makes possible substantial in- 
creases in the amount of “free gold” in the Federal 
reserve system.* Very briefly stated, the situation is 
this: 

The Federal reserve act requires Federal reserve banks 
to deposit with the Federal reserve agents, as representa- 
tives of the National Government, certain restricted kinds 
of collateral up to 100 per cent of the amount of Federal 
reserve notes that the Government issues to the Federal 
reserve banks for circulation. This collateral consists of 
notes, drafts, bills of exchange, or acceptances, of certain 
specified kinds, including promissory notes with maturi- 
ties not exceeding 15 days, secured by the above men- 
tioned kinds of paper or by deposit or pledge of bonds 
or notes of the United States. The collateral may also 
consist of gold and gold certificates, and the law provides 
“that when the Federal reserve agent holds gold or gold 
certificates as collateral for Federal reserve notes issued 
to the bank such gold or gold certificates shall be counted 
as part of the gold reserve which such bank is required 
to maintain against Federal reserve notes in actual circu- 
lation.”” The normal minimum legal reserve requirement 
is 40 per cent gold against notes in actual circulation, and 


* A full understanding of this amendment involves some rather com- 
plicated explanations that fall outside the scope of this chapter. See: 
The Federal Reserve Bulletin of March, 1932, pp. 143 and 144. 
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35 per cent, in lawful money including gold, against 
deposits. In the absence of the receipt by Federal reserve 
banks of an adequate supply of notes and bills eligible 
to be used as collateral against Federal reserve notes in 
recent years, it has been customary for them to hold this 
collateral to a very large extent in the form of gold and 
gold certificates. 

The Glass-Steagall amendment authorizes Federal re- 
serve banks to issue Federal reserve notes directly for the 
purchase of Government securities, and to include these 
Government securities in the 100 per cent collateral which 
the Federal reserve banks must deposit with the Federal 
reserve agent as security for Federal reserve notes. The 
40 per cent gold reserve requirement, however, continues 
to apply against all Federal reserve notes in circulation. 
The privilege here granted to Federal reserve banks auto- 
matically expires on March 3, 1933 and may be termi- 
nated earlier, should the Federal Reserve Board so decide. 
Such issues of Federal reserve notes directly against 
Government securities, moreover, may only be made upon 
the affirmative vote of not less than a majority of the 
members of the Federal Reserve Board. 

This amendment to the Federal reserve act makes it 
possible for the Federal reserve banks, upon their own 
initiative, to issue Federal reserve notes in the direct 
purchase of Government securities, and to substitute the 
securities so purchased for gold to a limited extent as 
collateral held for the Federal reserve notes, thereby re- 
leasmg for credit expansion, export, or other purposes 
large amounts of gold. The increased amount of free gold 
thus made available at the time the amendment was passed 
was 741 million dollars, bringing the total amount of free 
gold at that time up to 1.2 billion dollars. 

This privilege not only greatly strengthens our gold 
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position vis a vis heavy foreign demands, but also greatly 
increases the power of the Federal reserve banks to ex- 
pand credit through their open-market operations—a 
subject to be considered in the next section. 

For some time the Federal reserve authorities have been 
trying to stop deflation and to encourage “reflation” back 
to normal by a policy of cheap credit. This has found 
expression, in part, through a liberal rediscount policy 
with low discount rates, and, in part, through a policy of 
extensive purchasing of Government securities in the open 
market.* 

The New York Federal Reserve Bank, in a recent 
statement before a subcommittee of the United States 
Senate Committee on Banking and Currency, explained 
the underlying principle of open-market operations of 
the Federal reserve banks as follows: 


“Generally speaking, purchases of Government se- 
curities since 1922 have been made at times of business 
depression or recession in the United States accom- 
panied by unemployment, declining foreign trade, weak 
commodity prices, and reduced speculative activity. 
Broadly speaking, also, sales of securities have taken 
place at times of large industrial activity, full employ- 
ment, firm commodity prices, and tendencies toward 
excessive speculation.... Purchases and sales of Goy- 
ernment securities since 1922 have been such as might 
reasonably be expected to exercise some influence toward 
business stability by aiding recovery at times of de- 
pression and retarding excesses at times of pros- 
perity.” + 
* For a further discussion of the recent credit policy of the Federal 
reserve system, see E. W. Kemmerer, The A B C of the Federal Re- 
serve System, ninth edition, Chapter 10. 

+ Operation of the National and Federal Reserve Banking Systems, 
Hearings before a subcommittee of the Committee on Banking and 
Currency, U. S. Senate, 71st Congress, 3d session, pursuant to S. Res. 


71, to make complete survey of national and Federal reserve banking 
systems, Part 6, 1931, p. 802. 
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Pursuant to this policy, substantial purchases in the 
open market were made by the Federal reserve banks at 
the end of 1929 and during 1930 and 1931. Moreover, a 
policy of much more active purchasing of Government 
securities in the open market was inaugurated the latter 
part of February of 1932, with a program of purchasing 
about 25 million dollars of such securities a week. This 
was continued until early April 1932, when the program 
was changed to the purchase of the enormous sum of 100 
million dollars of these securities every week. Purchases 
of approximately this volume each week were continued 
until the latter part of May, after which the volume of 
weekly purchases was somewhat reduced; but the pur- 
chases continued to be large until July 1932. The Federal 
reserve system’s holdings of United States Government 
securities actually increased from 749 million dollars 
February 3, 1932 to 1,846 million at this writing (Au- 
gust 3, 1932). 

By this policy of open-market purchases, the Federal 
reserve banks take the initiative in throwing circulating 
credit on the market. When, for example, $100,000,000 
of Government securities are purchased by the Federal 
reserve banks, this amount of Federal reserve bank credit 
in the form of deposits is paid to the sellers of the securi- 
ties and directly or indirectly finds its way quickly into 
the banks. With these additional funds the banks are put 
in position to reduce or to pay off any indebtedness they 
may have to the Federal reserve banks and/or to increase 
their reserve balances at the Federal reserve banks, on the 
basis of which they can extend to the public increased 
credit facilities, of several times the amount of the in- 
creased reserves, through the expansion of loans and 
the purchases of securities. Bankers receive no interest 
on their reserve bank balances, and, as these balances 


32 FACING THE FACTS 


increase as a result of the open-market purchases of the 
Federal reserve banks, the profit-making motive exercises 
increasing pressure on the member banks to extend their 
loans and investments. 

As these loans and investments expand, the circula- 
tion of Federal reserve notes also tends to expand. Such, 
at least, is the underlying theory of the cheap credit 
policy of the Federal reserve banks, as expressed par- 
ticularly in heavy open-market purchases of Government 
securities. In a period of public gloom both national and 
international like the present, it takes much time for it 
to work out. 

The banking community and the business community 
have so far during the present depression responded very 
sluggishly to these efforts at “reflation.”” Bankers who 
have been for several years continually suffering losses 
in their loans and investments, who have seen their de- 
posits fade away and have witnessed the failure of other 
banks by the thousands, naturally desire to keep them- 
selves in a very liquid position, so as to be prepared to 
meet any probable emergency; while business men who 
have been watching business decline and values fading 
continually for several years, and who have seen their own 
hopes repeatedly shattered and the prophesies of their 
optimistic friends subjected to cynical ridicule, are reluc- 
tant to extend their business by borrowing in times of 
such business and political uncertainty. Both banker and 
business man are pessimistic and are afraid to take risks. 
The result is, that, although increased credit facilities to 
the amount of billions of dollars are being made available 
to the banks, the banks are afraid to use them and the 
more responsible part of the business public does not want 
them. The present attitude of both banker and business 
man is that of “nervously anxious, watchful waiting.” 


GOLD STANDARD IN THE UNITED STATES 33 


The credit is at hand, but a restoration of confidence is 
required, to make it move. 

The great problem is to restore confidence, and the six 
measures outlined above, which have already been taken 
by the Government and the Federal reserve banks, would 
seem to be a reasonable and strong constructive program 
for the accomplishment of this purpose. The public 
should not become impatient if these measures are not 
effective in a day. The period of the speculative boom, 
from the collapse of which we are now suffering, con- 
tinued for several years. 


The gold standard in the United States is today in a 
strong position, and the only thing that seriously endan- 
gers it is the threat of dangerously inflationary legisla- 
tion on the part of Congress. Our gold reserves, greatly 
strengthened as they have been recently by the Glass- 
Steagall amendment to the Federal reserve act, are ade- 
quate for all probable demands, and there is a substantial 
margin for safety. The liquid credits which Europe holds 
in the United States have been so greatly reduced of late 
that Europe’s power to call gold from the United States 
is a very limited one and is no longer a threat to the gold 
standard. Furthermore, a substantial part of the world 
today is off the gold standard and therefore more dis- 
posed, for the time being, to sell gold than to buy it. The 
recent giving up of the gold standard by many countries, 
even though temporary, lessens the demand for gold and 
thereby tends toward gold inflation in the countries which 
continue on the gold standard. The recent increase in 
the value of gold, furthermore, is stimulating gold pro- 
duction throughout the world, and the greatest gold- 
producing area, the Transvaal, is now turning out much 
more gold every year than ever before in its history. All 
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this will facilitate that restoration of confidence which is 
the sine qua non of world economic recovery. 

Wherever, during the last three years, the gold stand- 
ard has been given up, it has been done, as it was during 
the World War, under the pressure of a great crisis, 
and not for the purpose of permanently substituting 
some other standard in its place. In every country that 
has suspended gold payments, the suspension has been 
looked upon as a temporary emergency measure; and, in 
every case, the predominant expectation on the part of 
the governing authorities and of the public is, that the 
gold standard will be reéstablished when the present world 
economic crisis is over. 

With all its faults, and it has many, the gold standard, 
in the judgment of the world, is the best standard with 
which the world has had extensive experience. For the 
present at least, and probably for many years to come, 
the world’s expectation and best prospect for a reason- 
ably good monetary standard will lie in the improve- 
ment of the gold standard, rather than in any sub- 
stitute for it that has yet been devised. Certainly the 
present time, when the crying need of the world is a 
restoration of public confidence on the part of the busi- 
ness and financial public, is no time for experimenting 
with “half-baked” and untried schemes of monetary 
reform. \ 

The gold standard has long been, to some extent, a 
managed standard, and has been increasingly so in recent 
years. It will probably be managed even more in the 
future than it has been in the past. All currency man- 
agement has its dangers. However, taking human nature 
and present-day politics as they are, the world for a long 
time to come will have more confidence in a gold standard 
managed with the codperation of the world’s great central 
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banks than in any form of managed paper currency not 
associated with gold. 


SUGGESTED READINGS 


Committee on Finance and Industry, Report. Presented to 
Parliament. June, 1931. Macmillan Report. London. 
H. M. Stationary Office. 

A valuable critical report devoted largely to the gold 
standard and bearing the signatures of fifteen eminent 
British statesmen, bankers and economists. 

Graton, L. C. “Future Gold Production—The Geological 
Outlook.” Transactions of American Institute of Min- 
ing Engineers. 1931. 

A well-balanced presentation by an eminent mining 
engineer. 

Gregory, T. E. The Gold Standard and Its Future. New 
York. E. P. Dutton & Co., Inc. 1982. 

A sane and suggestive analysis by an eminent British 
economist. 

Kemmerer, E. W. “The Gold Standard and the Present Eco- 
nomic Situation.” Proceedings of the American Philo- 
sophical Society, Philadelphia, Pa. 1932. 

An article by the present writer, presenting with 
figures and graphs, in a comprehensive way, many of 
the arguments and conclusions contained in this chap- 
ter. 

——, High Prices and Deflation. Princeton, N. J. Prince- 
ton University Press. 1921. 

An account of the functioning of the gold standard 
in the United States during the war and early post-war 
period. 

—, The A BC of the Federal Reserve System. 9th edition. 
Princeton, N. J. Princeton University Press. 1932. 

Especially Chapter X which gives, with charts, an 
account of the functioning of the Federal reserve system 
and the gold standard in the United State since the war. 


36 FACING THE FACTS 


League of Nations, Gold Delegation of the Financial Com- 
mittee. (a) Interim Report; (b) Second Interim Re- 
port; (c) Final Report; (d) Selected Documents on the 
Distribution of Gold, and (e) Legislation on Gold. 
Geneva: Switzerland: League of Nations. 1930-1932. 

These reports contain valuable factual material, 
with useful analyses of the gold problems and conclu- 
sions that are worthy of serious consideration. 

Rogers, J. H. America Weighs Her Gold. New Haven, 
Conn.: Yale University Press. 1931. 

An interesting popular statement of our present gold 
problems, 


CHAPTER II 


BUDGETS, BONDS AND BALLOTS 


BY HARLEY L. LUTZ 





HE problems of finance and financial policy are the 

most important, and at the same time the most diffi- 
cult, of all governmental problems. They involve peculiar 
difficulties for a democratic government, under which a 
large measure of financial initiative and responsibility is 
vested in popularly elected legislative representatives, 
who are not ordinarily chosen in recognition of their fit- 
ness for such responsibilities. In the case of the federal 
government these difficulties are further enhanced by the 
size and remoteness of the federal administration, condi- 
tions which contribute to a lack of popular understanding _ 
of, and consequently of popular interest in, the important 
issues of federal finance. The Constitution reserves to the 
House of Representatives the right to imitiate revenue 
measures; but it contains nothing that would confirm the 
exercise of competent and expert leadership by any 
agency other than Congress, in the formulation and ex- 
ecution of a sound financial policy. Yet, with the increas- 
ing complexity of the modern economic organization, and 
the tremendous expansion of federal financial obligations 
that has accompanied the economic and social changes, 
the significance and the necessity of such leadership are 


too evident to require emphasis. 
37 
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The resulting situation is not a happy one. Congress 
is fundamentally incapable of exercising, under modern 
conditions, the réle of financial leadership which the Con- 
stitution thrusts upon it; and the Executive and the 
Treasury Department, while not without influence, are 
constitutionally barred from authoritative formulation 
of a financial program. Any appraisal of the federal 
financial policy must recognize this handicap, which often 
results in stalemate. Wasteful expenditures have been 
tolerated by Congress, the administration and the people. 
Log-rolling and patronage could hardly be more thor- 
oughly entrenched if they were provided for in the Con- 
stitution. The long struggle over the adoption of the 
budget system reveals the difficulty of securing even 
elementary reforms. In this chapter the discussion must 
be limited to a few fundamentals which appear to be 
involved in a sound policy, but the need of a sharper 
definition of the responsibility for financial action is 
evident. 

Governmental financial policy always involves a double- 
barreled problem. On one side is the problem of de- 
termining the reasonable amount to be expended in 
providing the people with the flow of services demanded ; 
on the other is the problem of distributing equitably the 
burden of taxes and other charges among the citizens. 
The task of those who design and administer the financial 
policy is the maintenance of the flow of services with the 
utmost regard to economy of administration and equity 
of taxation. An examination of the manner in which this 
two-fold problem is handled involves consideration of the 
following: 


1. The federal conception of a fiscal program 
2. The conspicuous facts of the expenditure and 
revenue policy 
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3. The assumption of extraordinary financial burdens 
in the promotion of economic revival 


The key to the federal conception of a sound fiscal 
program is found in the expression “a balanced budget.” 
This is a comparatively new expression in the United 
States. In fact, the whole federal experience under a 
formal budget has been so brief that the device still has a 
certain novelty and unfamiliarity. Much has been heard 
the world over about balanced budgets, especially since 
the war put every nation’s finances out of joint. Virtue 
is assumed to inhere in the accomplished fact, although 
the balance may be only a paper affair, achieved by sub- 
terfuge and disingenuous estimates. In “balancing” the 
federal budget for 1933, for example, the scheduled pay- 
ments on foreign governmental debts were included as 
receipts, although the actual remittance of such obliga- 
tions in full during the year is recognized as extremely 
doubtful. 

The idea underlying the balanced budget is of course 
sound. It means, at bottom, that revenues must equal 
expenditures, and that there must be no long-term bor- 
rowing for current expenses. The conditions prevailing 
in the United States during the formative years of the 
budgetary policy were such, however, as to result in an 
unduly restricted conception of this policy. In conse- 
quence, the following criticisms appear to be appropriate. 

First, the federal budgetary practice has been so com- 
pletely associated with economic prosperity that there has 
been no contemplation of the possibility of deficits, and 
no consideration of the technique of deficit financing in 
the budgetary program. During the years 1920 to 1930 
inclusive, the average annual surplus was 324 million 
dollars. It was apparently taken for granted, prior to 
1930, that the new economic era extended to govern- 
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mental as to private affairs. Through successive tax 
reductions and tax repeals the federal revenue base was 
steadily narrowed, until in 1930 about 60 per cent of all 
federal revenue was derived from net income taxes. Yet 
this revenue basket was certain to be the first one upset 
by an economic reaction, and an appalling loss of eggs 
was assured by the provisions for deducting capital net 
losses in determining taxable income. Further, state 
inheritance taxes were credited against the federal estate 
tax assessed, up to 80 per cent of the latter, the argument 
being that the states needed the revenue and the federal 
government did not. The continuance of a deficit in the 
postal service was disregarded. Finally, the growth of 
expenditures, and the purposes of these expenditures, 
were viewed with comparative indifference. 

All of these matters of budgetary policy can be logi- 
cally explained only on the tacit assumption of continued 
prosperity. They were certain to leave the Federal Treas- 
ury far from shore in the event of economic storm. How- 
ever great the confidence in the long-run economic future 
of the United States, experience demonstrates that the 
advance is sufficiently irregular to be taken account of in 
governmental financial planning. 

Second, the budgetary process considers only the an- 
nual accounting period, or fiscal year. Balancing the 
budget has been conceived to mean covering all expendi- 
tures for the budget year from the current revenues of 
that year. This accords with the traditional federal prac- 
tice, which is of much longer standing than the formal 
budget. Except during war periods, all bills, of whatever 
character, have been paid in cash. Deficits and surpluses 
have always been figured on this basis. Some money was 
borrowed, reluctantly, during the depression of the 90’s, 
and the construction of the Panama Canal was paid for 
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by a loan. Aside from these instances, the aim of the fed- 
eral government has been to pay cash on the spot for each 
year’s expenditures, whether for current supplies, for 
durable improvements or for permanent acquisitions of 
land. 

This policy is geared to the assumption of indefinite 
prosperity, since, under such conditions, the bills can be 
paid even while reducing tax rates. It is evident, however, 
that the restriction of the budgetary viewpoint to the 
single fiscal year, while it means light taxation in good 
times when all taxes are highly productive, necessarily 
entails heavy, even severe, taxation in hard times, when 
any kind of taxation is burdensome. The Treasury has 
been forced to borrow since 1931, but the practice has 
been viewed with alarm and naturally so, since the pre- 
vailing conception of the budgetary process makes no 
allowance for the exigencies of deficit financing. 

Third, the significance of expenditure classification is 
disregarded in the budget, which presents only the expen- 
diture details according to the organization units, that 
is, the departments and their subdivisions. From the 
standpoint of clarity and of intelligent analysis of the 
figures, this defect cannot be overlooked or defended; but 
the indifference to classification can only indicate again 
the prosperity viewpoint of the accepted budgetary 
method. Since the annual revenues are to cover and pay 
for everything anyway, the distinction of expenditures 
according to purposes is assumed to have no practical 
significance. 

The confusion and alarm over the deficits of 1931 and 
1932 reveal the error of this viewpoint. It means one 
thing if the federal government is unable to pay ordinary 
current operating expenses, and is incurring large deficits 
for such purposes; it is quite another thing, and very 
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much less alarming, if the deficit is really due to expendi- 
tures for durable improvements, or for extraordinary 
relief purposes. The inadequacy of the expenditure classi- 
fication prevents any one from discovering, for himself, 
the exact situation. 

The solution would appear to lie in a more flexible, 
longer-range conception of the national budgetary prob- 
lem and policy. It is unfortunate that the conception of 
the financial task held by Congress and the Treasury has 
not included provision for the flexibility essential to skill- 
ful management under deficit conditions. The traditional 
policy will work during prosperous years and as long as 
surpluses are in sight. It will not work satisfactorily dur- 
ing depressions when deficits are more than likely. The 
experience since 1930 reveals the need of a broader, more 
elastic budgetary policy. Secretary Chase wrecked the 
banks, possibly prolonged the duration of the Civil War, 
and certainly increased its cost, by his failure to perceive 
the necessity of a broad and flexible policy under emer- 
gency conditions. The Treasury and the administration 
have held that prosperity would return when confidence 
was restored, and both have insisted that the balancing 
of the federal budget according to the strait-laced con- 
ception is the key to the restoration of confidence. It is 
barely possible that the return of the much hoped-for 
confidence has been delayed because of too much talk 
about the seriousness of the budget difficulties, and be- 
cause of the obvious defects in the proposed methods for 
dealing with them. 

The changes which may be suggested as essential modi- 
fications of the budget policy include the following: 


1. A recognition of the periodic character of economic 
activity and taxpaying ability, and the development 
of budget programs adapted to these longer swings 
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of the business cycle as well as to the annual ac- 
counting periods ; 

2. A more complete classification of the expenditures, 
particularly distinguishing between current ex- 
penses and capital outlays, for the purpose of giving 
greater significance to the over-all budgetary results 
than is achieved under the present practice; 

3. A revision of the sinking fund policy to accord with 
the common sense view of debt retirement. 


The significance of these proposals will be briefly indi- 
cated. 

The recognition of the longer swings of the economic 
cycle as a factor in budget planning would be an admis- 
sion that variations in general conditions may occur, and 
that the periods of depression need not precipitate a con- 
dition of unreasoning alarm over the fundamental finan- 
cial security of the federal government. Deficits during 
such periods could be viewed with tolerable equanimity, 
because there would be a technique for dealing with them, 
and they would be accepted as a lesser evil than that of 
back-breaking taxation during hard times. Budget bal- 
ancing would then be adjusted with reference to the 
economic cycle as well as with reference to isolated fiscal 
years. A discrepancy between expenditures and revenues 
in any given year would be judged in relation to the 
longer program, and would be a cause for alarm only as 
it affected seriously the plans for this longer program. 

Two methods of making such adjustments are possible. 
One is the accumulation and segregation during pros- 
perous years of a surplus which could be drawn upon in 
lean years, thus avoiding heavy taxation at such times. 
The other is the use of loans during the lean years, and 
the retirement of such loans by heavier taxation in pros- 
perous times. 
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The loan method is probably wiser. Surpluses, when 
segregated, have been raided, or dissipated, or lost; they 
would present a constant temptation to those who would 
insist that a “new era” had again arrived. On the other 
hand, the equalization of public income and outgo over 
the business cycle by the use of loans would be simply 
an extension, to the longer period, of a practice already 
in use for the fiscal year in this country and in England. 
Since 1917 the Treasury has regularly used certificates 
to equalize expenditures and revenues through the year. 
In a given month, say April, expenditures may exceed 
revenues, but no one considers that the budget is unbal- 
anced thereby, or that the federal credit is in danger. 
Treasury certificates or bills are issued, to be redeemed 
from later revenues. Under a longer-range budgetary 
program, the deficiency of any year, like that of any 
month under the existing practice, could be met by loans 
issued in anticipation of the more abundant revenues or 
later, more prosperous years. Such loans could well be 
called “prosperity anticipation loans.” 

The steady and rapid repayment of the debt during 
prosperous years by the application of surplus revenues 
to this purpose constitutes, in effect, an accumulation of 
surplus to be drawn against later. The Treasury has 
sought consolation from the all-time world record of debt 
reduction achieved during the first post-war decade, but 
that enviable record did not dispel official pessimism over 
the government’s credit outlook. 

Some objections may be anticipated. One is a doubt 
as to the firmness of the government in imposing, when 
prosperous years came, the taxation necessary to retire 
the loans issued for deficit financing in the lean years. 
The arrangement would afford doubtful long-run advan- 
tage if this firmness were lacking. In the same sense, 
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however, the present use of short-term certificates is 
susceptible of abuse. Unless it is held that Congress and 
the taxpayers are incapable of being educated to what is 
required, this obstacle is not insuperable. 

A second objection relates to the maturity to be as- 
signed, which may be said to involve prediction as to when 
prosperity is to be expected again. This difficulty is 
not insuperable, either, especially if the privilege of 
calling such loans for redemption is reserved, as it 
should be. 

A third objection involves the capacity and the willing- 
ness of Congress and the administration to undertake 
long-range planning. Provision for deficit financing of 
the sort suggested here does not involve making a fixed 
budget to cover a five- or ten-year period. It simply re- 
quires a sufficient flexibility of policy to admit the prob- 
abilities of future variations and to plan in advance for a 
method of dealing with them. Some types of expenditure 
program should be laid out over a longer period than a 
single year, and great advantage would unquestionably 
result from a more careful consideration of all expendi- 
ture trends than is ordinarily displayed. The feasibility 
of such planning may be regarded as established. The 
willingness to undertake it would depend, of course, upon 
the level of statesmanship to which Congressional and 
administrative leaders attained. 

It is not to be inferred that this suggestion contem- 
plates the suspension of all taxation during depressions 
and the complete substitution of public loans as the sole 
source of public revenue. On the contrary, some increase 
of taxation, by advancing tax rates and broadening the 
tax system, would no doubt be required, on account of 
the diminished productivity of all taxes in lean years. The 
problem is that of carrying the necessary operations of 
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government through such periods while imposing the 
minimum burden for the long run. It is submitted that a 
wise and careful use of public credit will accomplish this 
result, since the true function of public credit is that of 
equalizing the variations in tax yield and tax burden. 
One guide to the proportion between loans and taxes 
under such circumstances would be provided by the classi- 
fication of expenditures by character, as described in the 
following paragraphs. Taxation sufficient to cover the 
current ordinary operations of the government should 
always be imposed, and the debt created during lean 
years would involve some addition to the current charges 
for debt service. But funds could be borrowed during 
depressions to meet the extraordinary expenditures, in- 
cluding the capital outlays, under the conditions outlined 
above, without causing alarm or casting doubt upon the 
integrity of the national finances. 

A second improvement that should be introduced is a 
more detailed classification of the federal expenditures. 
The segregation of expenditure items by character, for 
example, would reveal and emphasize the distinction be- 
tween those for the current, routine operations and those 
for durable improvements and extraordinary advances. It 
would also make more significant the whole question of 
deficits, and would assure a more accurate codrdination 
of the single year’s results with the longer budgetary pro- 
gram. Such a distinction, applied to the year 1932, would 
segregate and earmark more than one billion dollars of 
the announced deficit as having been for capital rather 
than for current purposes. It would of course mean, 
under this method of placing the emphasis, as at present, 
that some things were bought and not paid for in full; 
but it would emphasize, more adequately than does the 
current method of presentation, that some of these things 
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were of a durable character, for which payment need not 
be made in full under emergency conditions. 

The misleading character of the current conception of 
the budget was unconsciously displayed by Secretary of 
the Treasury Mills, in a recent statement in which he 
compared the federal budget to the household budget. 
Each is balanced, he suggested, when the expenditures do 
not exceed the receipts, but he did not indicate the period 
nor the expenditure purposes that should be considered 
in either case. If a family should buy a $10,000 home and 
borrow $6,000 to do it, the household budget for the year 
would be seriously out of balance, according to the tradi- 
tional conception of proper federal budgetary policy. Yet 
neither Mr. Mills nor any one else would insist that no 
family should buy a home until it had the full purchase 
price in cash. 

Nevertheless, the federal theory of budget balancing 
leads to the conclusion that both the family and the 
budget must pay cash in full for all purchases, regardless 
of their character. If the federal government spends a 
billion dollars for roads and buildings, and for advances 
to relief agencies which are to assist self-liquidating en- 
terprises, is the budget for the year thereby unbalanced? 
The classification of expenditures by character would 
indicate whether the deficit was due to failure to cover 
the current, routine governmental costs, or was due to 
extraordinary expenditures for capital purposes. The 
official attitude is altogether lacking in discrimination 
when the current operating items and the capital im- 
provement items are treated as if they were of equal 
significance in determining whether or not the budget is 
balanced. 

Every sensible person realizes that neither a govern- 
ment nor an individual can long pursue a reckless spend- 
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thrift policy, and no sensible person would advocate such 
a course for the federal government. The whole under- 
tone of the discussion of fiscal policy by the Treasury, in 
the 1931 report and elsewhere, however, has been that 
failure in any degree to balance all expenditures of every 
character by current revenue receipts would jeopardize 
the financial stability of the government. Oracular utter- 
ances of this sort, despite the earlier errors of the oracle, 
may possibly inspire in the market, that vague assembly 
of a few wise persons and a large number of very foolish 
persons, precisely the fear that the solemn warnings 
sought to allay. 

A third point at which the budget policy is definitely 
geared to prosperity conditions, and at which some flexi- 
bility during adverse conditions may be desirable, is the 
sinking fund. The cumulative sinking fund act permits 
no administrative discretion and the annual payments to 
the sinking fund must be budgeted until otherwise author- 
ized by law, even when the money appropriated must be 
borrowed for the purpose. 

The inexorability of the sinking fund payments has a 
certain moral value. This obligation can be held over the 
heads of Congress and of the interests seeking extrava- 
gant appropriations for questionable purposes, although 
the practical results of such a course are not always what 
are expected. The danger is that the sinking fund may 
become a fiscal fetish, as it did more than a century ago 
in England. The only useful purpose of the sinking fund 
payments is to retire the debt. Insistence upon regularity 
of payment may be morally helpful, but it will not reduce 
the debt unless the appropriations come from a bona fide 
surplus of revenues. It is a patent case of self-deception 
to suppose that debt can be effectively retired except from 
such a source. Implications to the effect that the credit of 
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the United States depends on the inviolability of the sink- 
ing fund are unconvincing, when the only source of such 
payments is another loan. 

The sinking fund appropriations were omitted from 
the budget balancing program for 1933 as adopted by 
Congress, by tacit consent, notwithstanding the earlier 
emphasis upon the necessity of maintainmg them. This 
delinquency must of course be charged up at the end of 
the year, thereby causing the real deficit, if any, to be 
inflated by a paper deficit. 

Instead of a fixed basis for the annual sinking fund 
payments, a more flexible kind of sinking fund require- 
ment would be one which provided for large payments in 
prosperous years, and which recognized the possibility of 
a complete or partial suspension of the payments in lean 
years. 

A final matter may be briefly anticipated. This is the 
question as to what constitutes hard times. When has 
prosperity declined so definitely as to justify resort to 
loans rather than to heavier taxation? In a survey of our 
economic history it would not be difficult to identify the 
depression periods. Unless the future is to be greatly 
different, such identification will probably rot be impos- 
sible, or even difficult, hereafter. 

A second aspect of the federal fiscal policy involves 
the conspicuous facts of the expenditures and revenues. 
Budgetary administration, in both prosperous and ad- 
verse times, is vitally affected, not only by the general 
matters of form and scope already discussed, but by the 
actual volume of expenditures and the structure of the 
supporting revenue system. In no small degree the prin- 
cipal budgetary difficulties that arise in periods of depres- 
sion are of internal origin. If the expenditures could be 
automatically reduced as revenues decline, budgets could 
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be balanced without resort either to heavier taxation or 
to loans. The rigidity of expenditures and the absence of 
a technique for expenditure control are chiefly responsible 
for the expenditure side of budgetary difficulties, while 
the steady restriction of the scope of the federal revenue 
system has been the important source of embarrassment 
on the income side. Attention is first directed to the ex- 
penditure situation. The facts to be emphasized are suf- 
ficiently familiar—or obvious—to warrant dispensing 
with statistical tabulations. 

The first aspect of the federal expenditure situation is 
the relative rigidity of these expenditures. A large pro- 
portion thereof has, since 1917, been incurred in payment 
for, and in preparation for, war. The expenditures under 
this general heading have consistently absorbed more 
than half of the total. In 1922, for example, the expendi- 
tures for national defense, for debt service and for veter- 
ans, constituted together about 80 per cent of the total. 
Even in 1932, with the expenditures enormously ex- 
panded by the subscriptions to the capital of relief 
agencies and by direct relief activities, the purposes asso- 
ciated with war comprised almost 60 per cent of the 
total; while in the budget for 1933, prepared in the face 
of the serious decline in revenues, these items embraced 
more than 70 per cent of the total. 

The elements entering into this group of expenditures 
are not, however, necessarily equally rigid. Interest on the 
debt must of course be paid. The maintenance of the sink- 
ing fund as a charge against actual revenues, is essential 
only to steady debt retirement. Debt service is therefore 
rigid as respects interest, but reasonably elastic as re- 
spects the sinking fund. 

On the other hand, the expenditures for national de- 
fense (army and navy), and for veterans’ relief and 
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pensions, while theoretically flexible, are in fact relatively 
rigid. The original budget for 1933 carried estimates for 
these purposes totaling more than 1.6 billion dollars. 
Despite the demands for tax reduction and the urgency 
of relief expenditures, the final appropriation measures 
for the year did not diminish these estimates significantly. 
Neither the administration nor Congress had the courage 
necessary to face the country with these facts. The line 
of least political resistance was that of maintaining the 
large payments and increasing taxes sufficiently to pay 
the bill. The expenditures for these purposes provide an 
excellent illustration of the effect of the bogy of political 
consequences, which prevents any. proper test of the 
voting strength of organized minorities, whether they. 
favor increased armament or larger funds for veterans. 
The second aspect of the federal expenditure situation 
is the absence of a technique for expenditure determina- 
tion and control. In this respect the federal situation 
aptly reflects the general situation. The American tax- 
payers, until recently, have viewed with complaisance, or 
even indifference, the steady upward movement of public 
expenditures in all governmental units, central and local, 
even when the increase was most rapid and therefore most 
likely to be of dubious propriety. They have accepted, as 
a statement of immutable law, the dictum that “the nor- 
mal trend of public expenditures is upward.” 
The indifference hitherto displayed toward the whole 
subject of governmental costs indicates that no one has 
been particularly interested in expenditure control, mean- 
ing by this an intelligent determination of the neces- 
sary volume of public expenditure. In consequence, no 
budgetary procedure in this country, from that used in 
Washington down to that found in the smallest local 
units, contains the provisions essential to really effective 
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expenditure control. The taxpayers have themselves prin- 
cipally to blame, if through their indifference to the 
facts, they have permitted governmental costs to expand 
inordinately, and if they have failed to demand the means 
whereby an effective curb could be exercised when neces- 
sary. In order to have an intelligent and defensible basis 
for justifying the amount of money to be spent on the 
governmental services, which is what is meant here by 
expenditure control, the following conditions are essen- 
tial : 

First, the governmental organization must be one ca- 
pable of efficient and economical operation. The situation 
in public administration in the United States today is 
such that economy in the fundamental sense is hardly 
possible. Duplicating, overlapping and unnecessary 
agencies exist everywhere. The lines of administrative and 
financial authority are seldom clear-cut, and responsi- 
bility is therefore too frequently diffused, or even lacking. 
To remedy this condition, and to provide a governmental 
environment in which efficiency is possible, there must be 
a reorganization and simplification of administrative 
agencies, in both federal and local fields, on a scale not 
yet attempted by those who have hitherto dealt with this 
matter. There must be, further, continuous careful con- 
sideration of the ability of administrative agencies, as 
constituted, to perform the services for which they exist. 
There must be continuous thinking in terms of the goy- 
ernmental services and functions, and the continuous 
adaptation of the administrative means to these func- 
tional ends. 

No one can contend that Congress has adequately con- 
sidered this subject. The Economy Act, passed on June 
30, 1932, contained some generalizations in favor of 
federal administrative reorganization, but effective steps 
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were taken to prevent prompt realization of the policy. 
The President was authorized to consolidate or abolish 
administrative agencies by executive order, but in every 
case in which such agencies were created by statute, these 
orders were to be inoperative until approved by Congress. 
‘A few minor consolidations were ordered by the Act. 

The Congressional attitude illustrates how quickly ad- 
ministrative agencies, once created, acquire a vested right 
to continuance, as long as the taxpayers remain indiffer- 
ent. It is far easier to pay the higher cost of inefficient 
organization than to discover, through patient and im- 
partial examination, more efficient ways of providing 
the service. Public money thus spent involves waste and 
unnecessary taxation. Reorganization, and continued 
adaptation of the means to the ends, are essential to ex- 
penditure control. 

Second, there must be certain instruments of expendi- 
ture control, chief of which are a budget and an adequate 
system of accounting and auditing. In a sense the federal 
government now has such instruments, under the Budget 
and Accounting Act of 1921. But in themselves, the 
existing budget and accounting control do little more 
than provide orderliness and legal accuracy for the ex- 
penditures. They cannot alone control these expenditures 
in the vital sense intended here. 

For example, the Comptroller- and Auditor-General 
supervises the accounts and verifies, as auditor-general, 
the accuracy and propriety of the charges against the 
appropriations. His work is determined by the pattern 
of the appropriation acts. Appropriations made for use- 
less federal agencies receive at his hands the same con- 
sideration as those for important agencies. If Congress 
should authorize 100 million dollars for one of these 
useless agencies he cannot prevent the expenditure, as 
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long as the law is observed, nor can he abolish the agency. 

Likewise, the budget, which is an immense improvement 
over the earlier chaotic methods, does little more than 
provide an orderly statement of what the spending 
agencies want, or of what the budget director or the 
President thinks they should have. The great weakness of 
budgeting methods everywhere, as currently practiced, is 
in the reliance upon previous expenditure records and 
upon the requests of the spending agencies, for the deter- 
mination of the future appropriations. The inevitable 
result is a gradual enlargement of the total year by year. 
Budget-making thus becomes depression-proof. From 
experience based on such methods comes the dictum, “the 
normal trend of public expenditures is upward.” 

The cause for this condition is in the method of making 
up the budget, which is by compiling “estimates.” The 
dictionary definition of an estimate is “a valuation based 
on opinion, or roughly made from imperfect or incom- 
plete data.” This definition very well describes entirely 
too much of what now passes for budget-making. Opinion, 
sometimes the opinion of the bureau chief or of some out- 
side concern interested in supplying materials, and the 
imperfect or incomplete data with which budget bureaus 
perforce deal when they are so largely dependent upon 
what was spent the previous year, provide the budget 
estimates. In other words, an estimate is a guess, and the 
federal budget director is the nation’s official financial 
guesser. Expenditure control must rest upon something 
more substantial than guess-work, even when this is 
officially done. 

This leads to the third essential of such control, which 
is the use of standards of service and of costs in pre- 
paring the budget expenditure requests. A standard of 
service is a statement or measurement of the service to 
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be rendered. A standard of cost is a statement or measure- 
ment of the cost of providing the standard service, at the 
going prices for labor and materials. 

In order to apply such standards in the budgeting 
process, it is necessary to resolve the administrative or- 
ganization into the services rendered by it, a process 
involving intensive analysis of the several governmental 
functions or services. A department or bureau exists only 
to perform services. While the service is required, and is 
efficiently performed, the administrative agency is justi- 
fied. Unless the emphasis rests continually on the service, 
it is likely to fall on the agency as an end in itself, to be 
perpetuated without regard to its service-rendering value. 
There must be more thinking about government in terms 
of its services, and less in terms of its organization units 
as ends in themselves. 

The standards of service will not be commensurate for 
all services, but must be appropriate to the character of 
the several services. For each spending agency these ques- 
tions must be asked and answered—How much service, 
exactly, does this agency give? How much should it 
give? How much do the people want it to give? What 
should the determined amount of service cost? A careful 
functional analysis will probably reveal, in any long- 
established organization, that some agencies are doing 
comparatively little, or that they are duplicating services 
performed elsewhere. 

The standards of service can and should be made fairly 
definite. They should become the real basis of the admin- 
istrator’s defense, and of the taxpayer’s criticism of the 
proposed appropriation. Economy demands would then 
focus upon the service standards, and expenditure reduc- 
tion plans would begin with a re-definition of the amount 
and quality of the service to be given. Likewise, the re- 
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quests for larger appropriations would be based on the 
opposite changes of the service standard. The whole ex- 
penditure discussion, whether in the direction of larger 
or smaller amounts, would be transferred from the vague 
and uncertain field of estimates and guesses, to the clear- 
cut statement of the service and its cost. 

The preparation and use of standards may be difficult, 
and inertia may be relied upon by opponents to defer 
their introduction; but the difficulty is a challenge rather 
than an insuperable obstacle. Their use involves a new 
attitude toward governmental costs, but the present level 
of these costs should be a sufficient incentive to seek a 
scientific means of control. 

It does not follow, from this emphasis upon expendi- 
ture control, that the long-run future trend of public 
expenditures will always be downward. Notwithstanding 
the large fixed items for debt service.and mandatory ex- 
penditures, a substantial slice could be taken out of almost 
any public budget today by administrative reorganiza- 
tion and the use of standards, and it should be possible 
through such steps to steady the course of future appro- 
priations, particularly since the use of standards involves 
long-range planning that would eventually diminish the 
effects of unwise credit financing. But population in- 
crease, marked changes in the value of money, and the 
decisions of the people to alter the scope of governmental 
services, would influence the appropriation totals. With 
the use of standards the effect of these factors could be 
measured and the necessary allowances could be made with 
some approach to accuracy, rather than by guess. This, 
after all, is what is meant by expenditure control, an in- 
telligent determination of the amount required. 

The principal weakness of the most popular schemes 
for expenditure reduction, such as salary cuts, staggered 
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employment and revocation of vacation leaves with pay, 
is that they save money temporarily without introducing 
true economy. So much must be said also of the furlough 
plan in the Economy Act of 1932. A general application 
of any or all of these schemes ignores the whole question 
of the amount of service to be performed. The point of 
view insisted upon here is that true economy must begin 
with the measurement of the service. If less money is to 
be spent, the foundation for the economy should be in the 
contraction of the service standard. Otherwise, the useless 
agencies remain, the overmanning persists where it may 
have existed before, duplicating service facilities are 
undisturbed—in short, the spending agencies and the 
spending incentives remain intact, under all of these tem- 
porizing schemes. As soon as the pressure is relaxed, full 
steam ahead will be resumed. 

The Congressional review of the budget, while pains- 
taking, obviously accomplishes little more than general or 
miscellaneous changing of the estimates, in which the 
committee guesses are substituted for the department 
guesses. The committee technique is limited to a series of 
hearings, which can provide little more than an airing of 
opinions. Consideration of the expenditure program by 
Congress would be vastly more fruitful if the examination 
in that body were concentrated primarily upon the stand- 
ards of service, and upon the ways of securing the flow 
of services more efficiently. The determination of appro- 
priation totals, after fixing the service and cost standards, 
would be a relatively simple process, almost clerical in 
nature. 

The President exercises some restrictive influence over 
the volume of expenditures, through the Association of 
Business Executives of the United States Government. 
Since he has the power of removal, his requests to these 
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executives to refrain from using their entire appropria- 
tion are fairly certain to be observed. The difficulty is that 
the President is limited to moderate, more or less uniform 
percentage cuts. Lacking service standards, it is impos- 
sible to know where the most money could be saved to the 
least detriment of the federal functions. The operation 
and execution of the budget, under his direction, are 
hampered by the absence of service standards, no less than 
the original preparation of the expenditure estimates. 

Until the problem is attacked in the fundamental man- 
ner outlined here, through the development of a technique 
for determining how much the governmental services ought 
to cost, there is small hope for balancing the budget at 
any time through a significant control and reduction of 
the public expenditures. The absence of such a technique 
naturally and necessarily throws the chief emphasis of 
budget making upon the increase of revenues. The tax- 
payers may object strenuously, but their objections will 
lead to nothing more constructive, probably, than the 
organization of a lobby. 

Washington observers have remarked that the only 
interest not now represented by a lobby is that of the 
taxpayers. As a means of getting results by exerting 
the kind of pressure that counts most in Washington, the 
lobby is, of course, unexcelled. Budget making would 
then become a “battle of the lobbyists,” and that futile 
device known as the committee hearing, the acme of the 
Congressional investigation technique, would be one of 
the chief battle grounds. 

The establishment of a sound fiscal policy for adverse 
as well as prosperous times involves also a due regard for 
the breadth and elasticity of the revenue system. The 
federal government should not carry all of its revenue 
eggs in one basket. 
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It is not possible to review in detail all of the tax 
changes introduced by the Revenue Act of 1932. Many 
of these are now intended to be short-lived, since repeal 
dates one or two years hence are expressly provided. As 
in the case of the public expenditures, chief emphasis will 
be laid here upon some general principles underlying 
federal taxation, with incidental illustrative references to 
the existing tax system. 

Quite obviously, the first, and the most important 
requisite of the federal tax system is fiscal adequacy. The 
federal government must have, at all times, a tax field 
sufficiently broad to provide revenue commensurate with 
its obligations. While the cost of these obligations could 
beyond doubt be materially modified by suitable expendi- 
ture control provisions, it would still be necessary to 
assure to the federal government tax resources sufficient 
to provide not only for normal demands, but for emer- 
gencies, whether internal or external. There is some senti- 
ment today for a fairly definite allocation of revenue 
sources between the federal and the state governments, 
and a Congressional committee is to report on the general 
subject. The inquiry may provide some information of 
interest, but its results will be futile unless due regard is 
had to the distribution of functional responsibilities be- 
tween federal and state governments. The states have 
largely ignored the possibilities of expenditure control 
and are seeking a division of the field of taxable resources 
that will enable them to continue in this course. While 
informal working arrangements might be feasible, if ad- 
justed to the functional responsibilities of the two govern- 
mental grades, it would be extremely unwise to hamstring 
the federal treasury by introducing rigid restrictions on 
the federal taxing authority. 

Revenue adequacy is influenced by various factors, but 
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by none more than the diversity of the tax system. Prior 
to the Civil War the extreme reliance on customs duties 
resulted in alternating periods of embarrassing surpluses 
and deficits. The marked development of direct taxes on 
incomes after the adoption of the Sixteenth Amendment 
was stimulated by the enormous productivity of such taxes 
during prosperous years, but their terrifying evaporation 
in a period of depression has intensified the scramble for 
other revenue sources. 

Like the customs taxes in wartime, the income tax is 
a broken reed during a depression. It would be a far 
more dependable support, however, in even such a period, 
if some one had the courage to run a blue pencil through 
the provisions for taxing capital gains and deducting 
capital losses, a course that has long been urged by com- 
petent students. 

The experience of the past fifteen years indicates that 
adequacy and elasticity in the federal revenues, that is, sus- 
tained productivity under widely varying economic condi- 
tions, can best be achieved by a suitable combination of 
direct and indirect taxes. Of the two types, as exemplified 
by income taxes on the one hand and by excise and sales 
taxes on the other, the latter type is probably less affected 
by economic fluctuations than the former, although it 
would be unfair to judge the steadiness of the income tax 
yield by the results while the gain and loss provisions 
are retained. 

The relation between the two parts, that is, the pro- 
portion of the total revenue which each should be expected 
to provide, is purely empirical—no general principles can 
be invoked as a guide. As part of a temporary give and 
take arrangement with the states, the federal emphasis 
could be shifted, in normal times, in either direction. 
Various considerations suggest that it would be wiser to 
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effect federal rather than state development of the indirect 
taxes, although there is no intention of suggesting that 
the states should be entirely barred from this field. In the 
first place, experience indicates that a federal system of 
indirect taxes is, or can be made, a steady and dependable 
revenue source. In the second place, federal administration 
of such taxes has been characterized by high efficiency in 
collection and in the prevention of evasion. Finally, fed- 
eral administration would eliminate the jurisdictional 
difficulties which the states are certain to encounter in 
view of the restrictions of the commerce clause of the fed- 
eral Constitution. 

The principal issue that would develop, in any such ex- 
pansion of the federal indirect tax system, is as to its 
scope. This has already emerged, in the contest between 
the advocates of a general sales tax and those favoring 
restriction to a selected list of commodities. The latter 
group has been victorious thus far. The Revenue Act of 
1932 contains, in consequence, a list of articles upon 
which, at the time of sale by manufacturer, producer or 
importer, a tax is to be paid. These are commodity taxes, 
or “excise” taxes in the traditional sense, rather than sales 
taxes. The list harks back to the War period, when sim- 
ilar impositions were characterized as “nuisance” taxes. 
Although the articles taxed are for the most part in the 
class commonly regarded as luxuries, some of them, judg- 
ing from the earlier experience, will again be in the 
“chicken-feed” class as revenue producers. The Congres- 
sional obsession relative to short selling was reflected in 
the 400 per cent increase in the tax on sales of produce 
for future delivery, and the ignorance or disregard of the 
significance of checks and drafts in the mechanism of 
credit payments led to the Civil War device of a tax on 
these instruments. There is lacking only the medieval 
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tax on doors and windows to constitute, with these two, the 
perfect trilogy of ridiculous taxes. 

These taxes deserve ridicule, in the writer’s judgment, 
because they indicate the inability of Congress to think 
clearly and without prejudice in a crisis. Consider, for 
example, the check tax. The rate, 2 cents per check, is 
probably not high enough to burden the ordinary de- 
positor who pays his bills with checks. Devices were 
promptly developed, however, whereby all depositors 
could escape the tax in large part, but their effect will be 
the direction of a greater strain on the volume of cur- 
rency. Coming at a time when vigorous efforts were being 
made to relieve this strain by a drive against hoarding, 
and when other legislation was being enacted to increase 
the volume of currency, the check tax was particularly ill- 
advised. If it can be generally and easily avoided it will 
be of small revenue importance. If it were to be collected 
on all checks and drafts written, with no chance of avoid- 
ance, it would tend to increase the strain on the currency 
at a time when the influence of a freer use of credit instru- 
ments is sorely needed to stimulate recovery from dis- 
astrously low price levels. 

On the other hand, the Revenue Act of 1932 introduced 
two important newcomers to the federal tax system. These 
are the tax on electrical energy, to be collected at 3 per 
cent as a surcharge on the consumer’s bill, and that on 
gasoline and lubricating oils, at one and four cents per 
gallon, respectively. The electrical energy tax has been 
considered by several states, and will probably be intro- 
duced by some. It is sufficiently unfamiliar that neither its 
economic nor its psychological effects can be safely pre- 
dicted. 

Gasoline, on the other hand, is already heavily taxed, 
since the states collected more than 500 million dollars 
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from this source in 1931. Like tobacco, it appears capable 
of bearing substantial taxation without material interfer- 
ence with the demand. With some reason it could be 
argued that such a commodity is suitable for inclusion in 
the federal system of excise taxation. 

But the consumption of gasoline has a peculiar and 
direct relationship to the use of the roads. The states have 
succeeded in their use of this tax by devoting the great 
bulk of the proceeds to road construction and main- 
tenance. If a federal tax is to be imposed on this com- 
modity and on motor lubricating oils and _ greases, 
Congress would do well to apply the money to the same 
purpose. The federal government supplied, in 1932, for 
road construction 171 million dollars, and for the restora- 
tion of roads and bridges damaged by floods, 2.4 million 
dollars, a total of 173.4 million dollars. On the principle 
that the users of the highway should pay for the kind 
of highway which they demand and require, the use of a 
federal gasoline tax to provide the funds for federal high- 
way aid would not be inconsistent with the policy now 
observed by the state in taxing gasoline. 

The choice between a general sales tax and a system 
of selected commodity taxes, must be determined eventu- 
ally by the extent to which the federal government may 
be persuaded to rely on indirect taxes, with a view to 
relinquishing direct taxation in favor of the states. A 
general sales tax, with provisions for the avoidance of 
pyramiding, would be more productive than the taxation 
of a selected list of articles. To some extent, however, sales 
and commodity taxes are subject to the same objection, 
which is sufficiently serious to warrant regarding with 
disapproval any effort to bring about exclusive federal 
reliance upon indirect taxes. 

The objection to indirect taxes lies m their regressive 
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character. That is, they bear more heavily upon tax- 
payers with small than with large incomes. The millionaire 
and the hobo pay the same amount of tax per package of 
cigarettes or per gallon of gasoline. Under a general sales 
tax this discrepancy would extend to all purchases subject 
to the tax. The modern tendency and emphasis are suffi- 
ciently in the direction of taxation according to ability 
to render objectionable, on grounds of equity, any at- 
tempt to finance the federal government exclusively from 
a tax system which burdened taxpayers in inverse rela- 
tion to their respective abilities as measured by incomes. 

In consequence, it must be concluded that the federal 
revenue system should retain in some degree the direct 
taxes on incomes and estates, and that the argument for 
such retention becomes stronger with each move to expand 
the indirect features of this system. At best, the one 
method complements and supports the other. The use of 
substantial indirect taxes, which are regressive, certainly 
requires use also of direct taxes which can be levied at 
progressive rates; while the imposition of the progressive 
taxes provides justification for the broadening and steady- 
ing of the federal fiscal system by the use of regressive in- 
direct taxes. 

Viewed in this light, the reduction of the personal in- 
come tax exemptions in the Revenue Act of 1932 was 
sound, The direct personal income tax should rest on a 
broad taxpayer base. Even at the levels adopted, namely 
$1,000 and $2,500, it is estimated that there will be only 
about 3,600,000 federal income taxpayers out of a nor- 
mally gainfully employed population of 45 million to 50 
million. 

In another respect, however, the Act of 1932 moved in 
the wrong direction. The rate of corporation income tax 
was increased to 1334 per cent. Neither Congress nor the 
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Treasury has ever admitted the incongruity of heavy 
taxes on corporate income and of other heavy taxes on 
personal incomes. Viewing the income tax as justified, in 
theory, by ability to pay, strict logic would require that 
the chief burden be placed on the individual recipients of 
the income rather than upon a particular form of business 
organization through which the income flowed, that is, 
the corporation. But the ease of collection and the im- 
mense yield of the tax on corporations preclude the pos- 
sibility that Congress may soon yield to the logic of the 
case. 

Practically speaking, much depends on what would 
have happened to the additional corporate income, had 
the tax thereon been at a much lower rate. If the money 
saved to the corporations under a lower tax rate would 
have been poured into additional plant capacity between 
1922 and 1929, it is just as well that the federal govern- 
ment took it, since irrational and uncontrolled expansion 
of productive facilities was one cause of the collapse. Had 
these funds been diffused, on the contrary, as larger 
dividends and higher wages, to sustain purchasing power, 
the lower tax rate would have been decidedly beneficial to 
the long-run taxable capacity of the community. 

Notwithstanding the Treasury opposition, in principle, 
to heavy taxes on estates, substantial increases were rec- 
ommended. The federal estate tax is now only a drop in 
the revenue bucket. The states were fairly well entrenched 
in the inheritance tax field when the federal government 
entered with the war-time estate tax. Local hysteria over 
the supposed competition of a few states to become the 
domicile of the wealthy aged led later to the provision for 
crediting the state inheritance taxes against the federal 
tax due, up to 80 per cent of the latter. This prevented 
an avoidance of estate taxes by transfer of residence 
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from New York to Florida, for example, but it accom- 
plished nothing otherwise in influencing the wealthy aged 
in the choice of a domicile for their declining years. 
General absorption of the full amount of tax credited to 
the states naturally reduced the federal tax to little more 
than an administrative gesture. In 1931 the federal re- 
ceipts were only 48 million dollars. On account of the 
credit provision, the increased estate taxes imposed by the 
Act of 1932 were levied as a super tax, no part of which 
could be absorbed under the credit provision. 

The credit provision of the federal estate tax has been 
seized upon by some advocates of federal and state revenue 
segregation as a basis for a similar arrangement in the 
case of income taxes. Such an arrangement, if authorized 
and generally followed, would result in diverting a part of 
the income tax yield from federal to state treasuries, the 
amount naturally depending on the proportion allowed as 
a credit. States in which local opposition to income taxes 
now prevent their use would proceed to enact such taxes, 
and if the percentage of federal tax allowed as a credit 
were large, the productivity of the latter would decline 
to a nominal amount, as has happened in the case of the 
estate tax. The necessity for heavier federal indirect taxes 
would be apparent, and the federal revenue system would 
thereby become, in effect, more completely regressive in 
its incidence. 

As a matter of fact there is no valid objection to the 
simultaneous levy of income and estate taxes by federal 
and state governments, assuming that the combined rates 
are not inordinate. Income taxes are paid directly from 
the source whence all taxes are eventually drawn, namely 
current social income. The chief obstacle to the introduc- 
tion of personal income taxes in some states is the feeling 
that the additional revenue will be devoted to further 
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unnecessary expenditure. Once this difficulty is removed 
by an adequate system of expenditure control, there 
should be no more objection in practice than there is in 
theory to the use of such a tax for state purposes in addi- 
tion to its use for federal purposes. 

Heavy taxation of estates has heretofore been geared 
to the assumption of indefinite prosperity, and no recog- 
nition has been given to the disastrous effects of severe 
rates in the case of such evaporation of capital values as 
occurred after 1929. When the death occurs at the peak 
of a bull market and the property is valued on this level, 
the administrator who must sell securities or other prop- 
erty at the bottom of the following depression may be 
obliged to liquidate the remainder of the estate in order 
to pay the tax. The problem is serious and difficult. While 
tax rates and assessments cannot and should not be jug- 
gled to benefit groups or individuals, the situation could 
be met in part by avoiding excessive taxation and by 
recognizing the importance of long-run stability of estate 
tax rates. 

In one respect, however, the income tax situation re- 
mains unsatisfactory for both federal and state govern- 
ments. This is the growing volume of tax-exempt 
securities, which have been characterized, not inaptly, as 
a “menace.” The accepted doctrine of mutual non- 
interference operates to prevent the federal government 
from taxing the income from the vast volume of state and 
local securities, and the large aggregate income of state 
and local employees, while the states are deprived of the 
same opportunity so far as federal interest and salary 
payments are concerned. Under proper safeguards to 
prevent discrimination against these incomes by either 
party, this absurd restriction on the taxing power should 
be eliminated. 
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The differences in the economic effects of direct and in- 
direct taxes require brief comment. Popular opinion to 
the contrary notwithstanding, taxes on net incomes are 
not shifted. They are borne by those against whom they 
are levied. Here, incidentally, is the real secret of the 
opposition to such taxes. All of the talk about the rich 
passing their income taxes along to the poor is pure 
smoke-screen. Such taxes are not passed along, but if 
the average voter can be persuaded that they are, he may 
vote against them. 

While taxes on tobacco and other articles, and on sales 
of commodities are generally supposed to be shifted, their 
incidence is not always certain. They may be absorbed by 
the manufacturer or merchant, or they may be passed 
along, or the seller may compromise by absorbing a part 
and shifting a part. Whenever shifting of such taxes 
occurs, it involves some adjustment of the price in order 
to collect the tax from the buyer, or some modification 
of quantity or quality if the price remains unchanged. 
In some cases the market demand is extremely sensitive 
to these changes, and the sellers may lose more through 
reduced volume of sales than they would by absorbing the 
tax. In other cases the price can be advanced by the full 
amount of the tax with relatively little effect on sales 
volume. 

In either case, however, the effect of the sales or com- 
modity taxes is regressive. If absorbed, they are borne by 
sellers having little or no net income as well as by those 
making substantial profits; if shifted, they are borne by 
consumers whose incomes range from low to high figures. 

The commercial services of the federal government, 
chief of which is the postal service, stand outside the field 
of taxation, but the large and growing deficits in the 
postal department have constituted a drain on taxpayers. 
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The legislation of 1932 provided an increase of postal 
rates with a view to making this service self-sustaining. 
This is sound and should have been done earlier. The 
Postmaster-General advanced an ingenious argument to 
support the increase of first-class postage rates, despite 
the results of the cost analysis, which indicated that the 
sources of the deficit were elsewhere. It was argued that 
the cost findings took no account of the priority treat- 
ment of first-class mail. It was also contended that the 
other services paid their own special costs, plus some part 
of the joint or general cost, and could not pay more 
because of the competition of private enterprise in these 
fields. The rather astonishing conclusion was that first- 
class patrons did not pay as much as the service was worth 
to them, and the deficit should therefore be met chiefly 
by an increase in letter postage rates. 

The final aspect of budgetary and fiscal policy to be 
considered here is that involving the federal machinery 
for relief activities during depression periods. This dis- 
cussion does not involve the issue as to whether federal 
participation in relief expenditures is necessary to stimu- 
late recovery, or whether the scope of such participation 
should be great or small. The fact is that in periods of 
reaction the federal government is certain to be called 
upon, in greater or less degree. How shall the long-run 
budgetary program and policy meet this situation? 

The steps adopted for dealing with the situation that 
developed after the collapse of 1929, appear to be sound, 
and on the whole, adequate. Whether they should have 
been taken earlier is now beside the point. Quasi-inde- 
pendent corporate agencies have been created to admin- 
ister important relief activities. Beyond the initial capital, 
which was supplied by the Treasury, these agencies will 
secure the funds required by selling their own securities. 
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For the present, the operations of the Reconstruction 
Finance Corporation and of other agencies similarly con- 
stituted will involve no further direct demands upon 
federal taxpayers. The obligations issued are based ulti- 
mately on the credit of the United States, but the present 
expectation is that the loans and advances, having been 
made on a business basis, will be self-liquidating, and that 
no future federal taxation will be required for their re- 
tirement. 

This prospect must remain, for the present, a hope 
rather than a certainty. Everything depends on the ex- 
tent to which the frozen assets may decompose on being 
thawed out, and on the persistence of a sufficiently lively 
sense of the business character of the advances on the 
part of those receiving the aid. The federal government 
has had notoriously hard luck, however, in collecting its 
advances made on a business basis, as the record of more 
than a century indicates. The early sales of public land 
on credit, the advances to the railroads, the reclamation 
projects, and the purely business loans to the allied gov- 
ernments, are illustrative. Federal taxpayers should con- 
sider this record, and doing so, will be on notice with 
respect to the future of the self-liquidating advances now 
being made in the effort to restore prosperity. 
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CHAPTER III 


TARIFF POLICY AND FOREIGN TRADE 


BY FRANK WHITSON FETTER 


HE tariff is the oldest and hardiest perennial of 
American politics. In colonial days the attempts of 
Great Britain to regulate our foreign trade furnished one 
of the fundamental causes of the Revolution. The tariff 
act of 1789 was the first legislation under the Constitu- 
tion. The protest of the South against the “tariff of 
abominations” brought on the conflict between President 
Jackson and South Carolina over nullification. In every 
Presidential campaign since 1872 a tariff plank has been 
in the platform of both major parties. Other issues have 
come and gone; the “bloody shirt’? has been put away in 
the museum of American politics, free silver and similar 
proposals for monetary inflation spring up only in times 
of economic distress, but the tariff issue, like taxes and 
the poor, is always with us. This is not surprismg, when 
we consider that the tariff embraces two fields on which, 
the world over, some of the greatest battles of free govern- 
ment have been waged: the collection of revenue, and the 
direction of economic life by governmental action. 
It is true that a few years ago it was sometimes said 
that the tariff was no longer an issue in the United States, 
and that “protection” had become an accepted national 
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dates of the two major parties in 1928 gave added color 
to the belief that the tariff had been taken out of politics. 
But the events of the past three years have pretty thor- 
oughly demolished this idea just as they have demolished 
so many other political and economic notions. There have 
been few periods in our history when the public have been 
as interested in the problems of tariff policy and foreign 
trade as they now are. 

Yet such significant changes have taken place in the 
political and economic setting that it is difficult to think 
of the tariff in terms of the old party line-ups, the old 
campaign cries, and the old economic problems. The re- 
volt of a strong minority in the Democratic party against 
low tariffs, and the defection of middle-western Repub- 
licans from old-time “protectionism,” have contributed to 
the confusion. The old slogans and_ shibboleths—“the 
American system,” “the foreigner pays the duty,” “the 
protective tariff is the mother of trusts,” the “full dinner 
pail”—mean little in a new atmosphere of foreign invest- 
ment, war debts, retaliatory duties, and the demands of 
western farmers for the debenture. The term “‘free trade” 
is seldom heard, except from an old line Republican who 
tries to conjure up bogies he learned of in the days of his 
political adolescence, or, less frequently, from a southern 
Democrat who thinks in terms of the faith of his fathers. 
The fact is that we now have a very high tariff, and the 
issue for this generation is not one of “free trade” versus 
“protection,” it is what modification, if any, we are going 
to make within our existing system of high tariffs. If we 
are to answer this question we must first know what tariffs 
are, what ends they are intended to achieve, and what 
their relation is to the present economic life of the United 
States. 

Taxes on the importation of goods: from foreign coun- 
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tries have long played an important part in the fiscal 
programs of governments. It is self-evident that such 
tariffs, or customs duties, serve their fiscal ends only if 
they are low enough to permit the import of goods. If 
no goods are imported, no taxes are collected. However, 
even a very low tax (say 5% ad valorem, which was the 
rate on a large proportion of American imports under 
the act of 1789) is a slight hindrance to the movement of 
goods. Not only does the increase in price cause some 
consumers to reduce their demand for such goods, but 
because of the higher prices, domestic producers now find 
operations more profitable. However, insofar as the in- 
tention of government is to obtain substantial amounts 
of revenue, and not to divert trade from its previous 
channels, it is possible so to arrange duties as to have 
very little effect on the direction of industrial or agricul- 
tural production. Between 1848 and 1915 Great Britain 
was generally referred to as a “free trade” country, and 
after 1861 the United States was a high tariff country. 
Yet, surprising as it may seem, the American tariff pro- 
duced less than twice as much revenue as the British tariff. 
The reason was that British duties were levied on a com- 
paratively small number of commodities of wide consump- 
tion, not produced i in Great Britain, such as tea, coffee, 
cocoa, sugar, and tobacco. Outside of a limited list, goods 
could enter Great Britain duty free, just as goods are 
allowed to pass from one state to another in the United 
States. 

Until the adoption of the income tax in (1913, tariff 
United States. In the decade before ee Civil “War they 
furnished 90 per cent of the tax receipts, and even as late 
as(1912 they furnished 45 per cent. However, receipts 
from customs duties have not kept pace with the rising 


TARIFF POLICY AND FOREIGN TRADE 75 


cost of national government in the past 20 years. For 
the decade 1921-1930 they supplied only 13 per cent, in 
the fiscal year which closed June 30, 1932, 15 per cent, 
of the federal revenues. 

Another reason for tariffs is to reduce the amount of 
imports, thus stimulating particular | lines of production 

“and changing the economic life of the country. Reasons 
for such restrictions are various: they may be to foster 
industrialization _ at the expense of agriculture, they may 
be to encourage agriculture at the expense of industry, 
they may be to build up the military strength of a coun- 
try by making the country self-sufficient in lines necessary 
to military operations. 

These so-called “‘protective” tariffs can secure their ob- 
Jectives only as they succeed in keeping out foreign goods 
‘and raising prices. If, as has frequently been claimed, 
“the foreigner pays the duty,” then prices are not raised, 
and goods continue to come in. The tariff under such 
conditions operates as a raiser of revenue, but domestic 
producers are no better off than they. were before. ; 

“Insofar as a tariff is effective in raising domestic prices, 
it operates in essentially the same way as a bounty to 
stimulate certain lines of production. This practical iden- 
tity of “protective” tariffs and bounties was pointed out 
many years ago by Alexander Hamilton in his famous 
Report on Manufactures, in which he urged the use of the 
tariff as a means of stimulating domestic industries. It has 
been rarely questioned by later students of the problem. 
As Hamilton expressed it, “Duties of this nature evidently 
amount to a virtual bounty on the domestic fabrics, since 
by enhancing the charges on foreign articles they enable 
the national manufacturers to undersell all their foreign 
competitors. ... As often as a duty upon a foreign article 
makes an addition to its price, it causes an extra expense 
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to the community for the benefit of the domestic manu- 
facturer. A bounty does no more.” 

Until America’s entrance into the World War fiscal 
considerations loomed large in proposals for tariff 
changes. A notable example of this was in the first ad- 
ministration of Grover Cleveland. However, fiscal needs 
now play an insignificant part in discussions of tariff 
policy. It seems to be tacitly accepted that if more revenue 
is needed it will be obtained from taxes on income or 
from some form of excise taxation, and that if new claim- 
ants to Alexander Hamilton’s financial laurels are em- 
barrassed by a surplus when we finally turn the right 
corner, the adjustment will be made by a reduction of 
the same taxes. Hence, when the public today talk of the 
tariff issue they ordinarily do not have in mind the 
revenue problem. They are thinking almost exclusively 
of the effect of the tariff upon prices in the United States, 
and of its effect upon our economic life through the re- 
strictions placed upon our foreign trade. 

In absolute amount the foreign trade of the United 
States is second only to that of Great Britain, although 
measured per capita, or in relation to our total national 
income, it is of less importance than in many other coun- 
tries. When we consider the great geographical extent of 
the United States, and the great diversity in climate and 
resources, it is not surprising that our foreign trade plays~ 
a smaller part in our economic life than in the case of 
smaller countries with less diversity of resources. This 
would be true, no matter what our tariff policy might be. 

Our exports (excluding petroleum and its products, 
and the broad group of chemicals and related products, 
which are important both as exports and imports) fall 
largely in two broad categories; staple agricultural 
products and standardized manufactured goods. The 
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eight leading American exports in 1931 were, in order 
of importance, raw cotton, machinery, petroleum and its 
products, automobiles, unmanufactured tobacco, fruits 
and nuts, chemicals and related products, and packing 
house products. These together represented 62 per cent 
of our total exports. 

Our imports are largely in three groups: raw materials, 
tropical agricultural products, and high-class manufac- 
tured products. The first two groups make up the bulk 
of our imports. The eight leading imports in 1931 were: 
raw silk, coffee, paper and its manufactures (largely 
newsprint), cane sugar, petroleum and its products, 
chemicals and related products, paper base stocks (largely 
wood pulp), and crude rubber. These made up 44 per 
cent of our total imports. Of three of these, namely, silk, 
coffee and rubber, there is no production in continental 
United States. 

Our present tariff policy might be summarized as: free 
admission for tropical foodstuffs, such as tea, coffee, 
‘cocoa, and bananas, an and for most raw materials; high 
duties on agricultural products, but in the case of staple 
crops almost meaningless and imposed largely for politi- 
cal effect; and very high duties on manufactured goods 
and on wool and sugar. In the past decade over 60 per 
cent, and in 1930 and 1931, 67 per cent, of our imports 
were admitted free of duty. In 1931 the ratio of customs 
duties collected to total imports was 18 per cent, and to 
the total value of dutiable imports was 53 per cent. 

If not carefully interpreted, these figures on duties 
and imports lead to very erroneous conclusions. They do 
not, as some have supposed, show that American tariff 
rates are low. The very high rates on many articles have 
cut down imports greatly, and in some cases have been 
almost prohibitive in their effect. This forces a larger 
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percentage of our imports to be in duty free form. In 
other words, the large proportion of duty free imports 
is the result of high tariffs on almost everything but 
tropical foodstuffs and raw materials. 

In the framing of the first tariff act of 1'789 the desire 
to help the young industries of the United States played 
only a very minor part. Most of the duties under this 
law were 5 per cent ad valorem, the highest ad valorem 
rate was 15 per cent, and specific duties were equally 
moderate except on a few luxury articles. 

The real controversy over “‘protection”—that is, over 
tariff rates which frankly and avowedly were for the 
purpose of keeping out foreign goods, and not for the 
purpose of collecting taxes on goods that came in, dates 
from the close of the War of 1812. The principal argu- 
ment in favor of such duties was the one which had been 
developed by Hamilton and later became known as the 
“imfant industry” argument: the necessity of fostering 
the industrial growth of the country. The thought was 
that this tariff aid was to be only a temporary thing, to 
enable new industries to get on their feet. Almost all 
economists recognize the economic validity of this argu- 
ment, within limits. The “infant industry” tariff looked 
at as a broad policy of national development and not 
simply as an excuse for enriching favored individuals, is 
a form of social planning. Under free competition men 
went into agriculture, neglecting manufacturing because 
it was less profitable, principally because the great agri- 
cultural productivity raised wages to a level with which 
new manufactures could not compete. 

Two points stand out in the early discussion of the 
tariff. In the first place, it was advocated as a temporary 
policy, to give American industry a start. There was al- 
most no suggestion that “protection” was a permanent 
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policy; those industries which had not outgrown infancy 
after a reasonable number of years would no longer war- 
rant support at public expense. Alexander Hamilton ex- 
pressed this thought in his Report on Manufactures: 


“The continuance of bounties on manufactures long 
established must always be of questionable policy, be- 
cause a presumption would arise in every such case that 
there were natural and inherent impediments to success.” 


In the second place, the high wages then existing in 
the United States were an argument against “‘protection,” 
and not, as at the present time, an argument in favor of 
it. Wages in this country had been much higher than in 
Europe long before the tariff controversies began. “How 
can manufacturing succeed in a country where wages are 
so high?” was a theme played up repeatedly by free 
traders of the day. Alexander Hamilton devoted con- 
siderable space in his Report on Manufactures to reply- 
ing to this argument, and among other things suggested 
that an imposition of tariffs might lead to a reduction of 
wages, thus removing the handicap upon manufactures. 
This is in marked contrast with a present day belief, 
which is even shared by some prominent upholders of the 
Hamiltonian tradition, that high wages in the United 
States have been the result of high tariffs. It was only in 
the °30’s and the °40’s, after a high tariff had been 
adopted, that the American standard of living came to 
be pictured in political controversy as the result of the 
tariff, and the menace of “pauper labor” was presented 
as a reason for maintaining or increasing rates. 

The movement for high tariffs, which seemed to have 
been checked by the Walker Act of 1846, received in- 
creased impetus during the Civil War. The elimination 
of the South, the stronghold of opposition to tariffs, from 
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the political picture for about 15 years after 1861, 
and the dominance of the industrial East in the affairs 
of the Republican party, contributed to this movement. 
The result was an almost steady increase in the burden 
of duties from the close of the Civil War until the passage 
of the Underwood tariff in 1913. This movement was 
broken only by a slight decrease of rates in 1883, and 
three years of the Wilson tariff from 1894 to 1897. 

The effect that tariffs had on our national development 
between the Civil War and the World War has been ex- 
aggerated, not only by those who have favored the policy 
of extreme “protectionism,” but also by those who op- 
posed it. It seems almost certain that industrialization 
would have progressed rapidly after the Civil War, re- 
gardless of the tariff policy pursued. In the period up 
to the World War it is probable that the tariff had a 
greater effect upon our political morals than upon our 
economic life. It came to be a most corrupting influence 
in politics. What was presented as a policy of national 
development became too often a system of granting 
special privileges to favored interests; in the raising of 
rates it was the size of the contribution to the campaign 
fund or the connections with influential senators that 
determined the course of affairs, rather than the need 
for developing “infant industries.” It was a case of to 
him who hath shall be given; the big prizes in tariff 
favors went to those who were already strong. 

Although the tariff raised greatly the prices of par- 
ticular products—notably sugar, woolens, silk goods— 
the popular explanation of the tariff as the cause of high 
cost of living in the United States between 1900 and 1913 
must be rejected. We find prices in this period going up 
alike in free trade and high tariff countries, and the 
major explanation of this world-wide phenomenon is in 
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the great increase in gold production following the South 
African and Alaskan discoveries. 

In evaluating the significance of American tariff policy 
up to the eve of the World War, two facts must be re- 
membered. In the first place the tariff was—with the ex- 
ception of a few agricultural duties thrown as a sop to 
the West as its reward for patiently supporting a policy 
which redounded almost exclusively to the benefit of the 
manufacturing East and Middle West—forcing us along 
the lines of our natural economic development. After the 
Civil War however, a large part of this forcing was un- 
wise or unnecessary, and was determined principally by 
political influences rather than any larger national needs. 
In the second place, the United States was a debtor nation. 
Its economic interests were largely in the development of 
the great interior of the country, and foreign capital con- 
tributed greatly to this development. At the outbreak of 
the World War foreign investments here totaled around 
five billion dollars. 

By the close of the War, we had reached industrial 
maturity. Many of the “infant industries” for which 
tariffs had been urged by Hamilton and Clay now stood 
forth as giants, not only challenging rivals in the South 
American and Asiatic Market, but doing a thriving busi- 
ness in the home countries of their European competitors. 
No longer could tariffs speed up our economic evolution; 
they could only play off one industry against another. We 
had become a creditor nation. We had repaid a large part 
of our borrowings from abroad, and now Europe, in addi- 
tion to the War debts, was heavily indebted to us on 
private account. 

It is for these reasons that at the close of the War 
America stood at the forks of tariff policy. Many manu- 
facturers and bankers were looking toward a wider par- 
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ticipation in world trade and finance. If dominant 
American industries were to find expanding markets 
abroad, if the product of our greatly increased acreage of 
staple farm crops was to find an outlet, America had to 
follow a policy of admitting other agricultural and in- 
dustrial products which foreign nations could produce 
more cheaply. If we were to facilitate the collection of the 
sums already owed us, and more particularly if we had 
ambitions of extending our influence in the field of inter- 
national finance, a liberal tariff policy seemed essential. 
If, however, America was to follow a policy of economic 

isolation, if our ideal was to be economic self-sufficiency, 
a policy of high tariffs was a perfectly justifiable course. 
No other country in the world could follow such a policy 
with so little difference to its national life. But such a 
program should be entered upon only with a full realiza- 
tion of its implications: it means that imports would be 
reduced to the absolute minimum, consisting of such tropi- 
cal products as rubber and coffee, and minerals which are 
not found in the United States. We must be prepared to 
face the fact that refusal to buy from abroad not only 
reduces the total of foreign purchases from us, but also 
stimulates retaliatory tariff action by which foreign coun- 
tries can select the products which we will be allowed to 
sell. If we are to keep out manufactured goods which can 
be produced more cheaply abroad, if we are to reduce to a 
minimum our purchases of wool and sugar, if we are to 
shut out vegetables and fruits, we must realize that we 
must cut down our production of automobiles and other 
industrial products, and that for wheat, rye, pork prod- 
ucts and many other things we must forego an otherwise 
profitable outlet. It is not simply giving more work to 
some Americans. It is a case of determining how our work 
is to be distributed. 
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If the question had been fairly put to America: are you 
willing for the sake of producing more sugar, more wool, 
more woolens, more silks, more straw hats, deliberately to 
cut off the profitable market of our automobile industry, 
of our wheat growers, and flour millers, and of our manu- 
facturers of electrical and farm machinery, it is very 
doubtful whether with eyes open we would have raised 
tariff barriers still higher after the War. But these issues 
of larger national policy were never faced; producers in 
these lines in which foreigners were competing with us 
were “taken care of” by high tariffs, and promises 
of still higher tariffs from the Tariff Commission if 
“needed,” and those interested in foreign trade were told 
how the Department of Commerce was going to open up 
huge foreign markets. Foreign loans were glorified by 
the same political leaders who wanted bigger and better 
trade restrictions, entirely oblivious to the problems in- 
volved in the repayment of such loans. Innumerable in- 
dividual interests were placated, but no larger national 
interest was considered. It was the easy way out, it 
avoided issues, and at the same time it satisfied the public 
and won votes. Thus, when America came to the fork in 
the tariff road in 1921, it never considered the signs; it 
simply kept on its way with one foot in each road. As long 
as the roads did not diverge too sharply or continue too 
far, Uncle Sam, the long-legged giant, could do this. A_ 
tremendous v volume e of foreign ] loans. made possible exports 


Oar and interes est payments or on mn private i indebtedness; 3S 3 
and Secretary Mellon and other defenders of this tariff 
policy pointed the finger of ridicule at those who had 
prophesied that the Fordney-McCumber Act would have 
an injurious effect upon our foreign trade. 

America started in 1921 on roads of conflicting inter- 
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national economic policies which could not possibly be 
followed permanently. Our tariff policy did not bring 
on the depression, nor has it been the major cause of its 
long continuance. However, it was one of the contributing 
factors in that complex of causes arising out of the world’s 
political and economic follies in the delirious decade. We 
boosted exports at the same time that we throttled im- 
ports; we insisted on the collection of the war debts and 
then threw every difficulty in the way of their payment; 
we encouraged foreign loans with no thought as to how 
they would be repaid; we raised tariff rates in 1930 
when, if we expected to remain part of a world economic 
system, the need was for a freeing of the channels of 
trade. In this we did our full share to bring on 
and intensify the dislocations of the world’s economic 
machinery. 

We still face the same issues that we faced—and 
dodged—in 1921. It is not only the fact that we cannot 
continue to sell abroad unless we buy from abroad. The 
growing movement of American branch factories to 
foreign countries, and the great increase in the volume 
of our foreign investment, have brought into even sharper 
relief than a decade ago issues of international economic 
policy. The reduction in the purchasing power of foreign 
countries because of their inability to sell here, together 
with the retaliatory duties which have been imposed 
against American goods abroad, have stimulated the mi- 
gration of American industry. Although our tariff policy 
as a factor in this movement has been overstressed in 
popular discussions, there is no doubt that it has ac- 
centuated the migration. Our volume of foreign invest- 
ment, exclusive of war debts, is about 16 billion dollars. 
Approximately half of this is in the form of direct invest- 
ments, such as factories, mines, and plantations, and the 
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remainder in corporation and government securities. If 
interest and principal on these debts, and on any further 
lending that Americans may do, is to be paid, it must be 
largely in the form of imports from abroad. Although the 
maintenance of our present high tariff does not make 
impossible the payment of interest and the eventual re- 
payment of principal on these debts, it makes it much 
more difficult. 

We can take the way that leads to a larger participa- 
tion in world economic affairs, a road which assumes inter- 
national interdependence in things economic. That means 
lower tariff rates. It will mean a somewhat greater na- 
tional income and greater prosperity for many of our 
industries and farmers, but it will mean that industries, 
and such lines of agricultural production as sheep-herding 
and the raising of sugar beets and sugar cane, which have 
been tariff fed for many years, are likely to run into years 
of declining prosperity. If, on the other hand, we choose 
to maintain, or raise still higher, our present tariffs, we 
must realize that it is the wheat farmer, the cotton grower, 
the automobile manufacturer and those who have invest- 
ments abroad, who will suffer, as well as the public who 
eat sugar, wear woolen clothing, or having a fondness for 
Italian hats, German cameras, Irish linen, artificial 
jewelry from Czechoslovakia, or French silks. No one 
suggests that our existing tariff barriers be struck down 
overnight. The question is: Shall we maintain or increase 
them, or shall we gradually lower them. The tariff issue 
for matured America is whether we are to seek prosperity 
as part of a world economic system, or as an isolated 
economic system. 

In forming a judgment on our future tariff policy, 
many Americans will undoubtedly raise the question: 
Doesn’t the very high wage level in the United States 
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put us in a particularly disadvantageous position in 
foreign trade, and make the need for high tariffs much 
greater than in other countries? The danger of a general 
lowering of the American standard of living if tariff bar- 
riers are reduced has been preached in season and out of 
season. 

One familiar fact at once casts serious doubt on this 
popular belief about the menace of “pauper labor.” The 
United States, with its high wages, exports more com- 
modities than any other country in the world. We do a 
thriving export trade in the low wage countries of the 
Orient, even selling wheat to the Chinese and rice to the 
Japanese. A brief analysis will explain this apparent 
paradox of a high wage country in many cases undersell- 
ing low wage countries. It is fairly self-evident that a 
country, in order to have a high standard of living—that 
is, high wages—must have a high standard of production. 
A high standard of living does not exist simply because 
a political party promises it, the public are in favor of it, 
or a law is passed approving of it: a high standard of 
living exists because the quantity of production per capita 
as large. 

A large per capita production is the result of many 
factors, including the relation of population to resources, 
stability of government, energy and initiative of the in- 
habitants, and equality of opportunity. Without minimiz- 
ing the influence that governmental policy may have upon 
prosperity, we must never lose sight of the fact that it 
can foster material prosperity and a high standard of 
living only as it can bring about an increase in produc- 
tion per capita. Countries with large per capita produc- 
tivity have high wage levels and countries with small per 
capita productivity have low wage levels, irrespective of 
their tariff policies. In its early years the workers of the 
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United States, under virtual free trade, had the highest 
standard of living of any workers in the world. 

In any country the lines in which production is most 
efficient are the most important in determining the wage 
level. It is the productivity in wheat, cotton, corn, in 
mining, in the manufacture of agricultural and electrical 
machinery, of automobiles and radios, that gives us our 
high standard of living. In these and similar lines our 
rich resources, and the unparalleled opportunities for 
mass production because of the great home market, can 
be utilized to full advantage. It is not what we can do 
raising coffee or sugar, or making fancy linens or woolen 
suitings with individual designs, or doing hand embroid- 
ery, that gives America its high standard of living. In 
France—with one of the higher standards of living in 
continental Europe—the standard of living is kept as 
high as it is not by trying to compete with the United 
States in standardized products, or in raising corn or 
cattle, but by producing those things for which the climate 
and soil of France are suited, and for which production 
methods requiring individual design and craftsmanship 
are needed. 

Our great per capita production gives us a high stand- 
ard of living, France’s per capita production gives her 
a somewhat lower one, and Rumania’s per capita produc- 
tion makes her standard of living very much lower. This 
standard of living, as it expresses itself in wages, becomes 
an element which every producer must meet. If American 
wages are $5 a day, an American who wants to go into 
the production of raw silk, which requires a great deal 
of hand labor, or into the production of fancy textiles, 
finds difficulty in making money in competition with 
foreigners. As he generally puts it, low foreign wages 
drive him out of business, but it would be much truer to 
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say that the high wages paid by other Americans, namely, 
those engaged in more productive lines, drive him out of 
business. He is trying to produce in a line not so well 
suited to America’s resources and industrial organization. 
He regards the low wages abroad as the cause of his 
troubles, and out of this situation is likely to arise a de- 
mand for governmental assistance, in some form or other, 
to make his business profitable. 

A curious aspect of the “pauper labor” argument is 
that in countries in which extremely low wages prevail, 
there is just as great a clamor against the products of 
America. The European manufacturer and workers, who 
feel American competition, do not silence their protests 
because wages are but a fourth as high as in the United 
States. In fact, such a situation is, in their minds, a con- 
clusive argument of the need for governmental aid to 
protect them against American products. “How can we 
compete with the United States, a country so rich that it 
can pay its workers four times as much as we get,” is a 
cry which, in one form or another, has been reéchoed in 
almost every country of the world. Simultaneously with 
this clamor both here and abroad, about foreign competi- 
tion, American exporters do a thriving business in Eu- 
rope, and Europeans sell many products in this country, 
undisturbed by the alarms of their fellow countrymen 
over the competition of powerful America. 

The question of national wealth, or wages, has nothing 
to do with the matter of ability to sell abroad. No matter 
how wealthy the United States might become, no matter 
how efficient her industries might be, there would be some 
lines in which manufacturers here could not make profits 
against foreign competition. No matter how low wages 
are in the Orient, there will be lines in which Japan and 
China cannot compete with the United States. Whether 
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wages be 50 cents a day or $10 a day, a country will 
outsell other countries in those lines in which productivity 
is above the average which fixes the wage level, and other 
countries will undersell her in those lines where produc- 
tivity is less than the average which fixes the wage level. 
If our ideal is to buy nothing from abroad, we “need” 
a tariff, and always shall need it. The real tariff issue is 
over the validity of the ideal which inspires this “need.” 

Frequently suggestions have been made that our tariff 
legislation should be framed on a “scientific” basis. As the 
term is generally understood, a “scientific” tariff is one 
sufficient to equalize “‘costs of production” in the United 
States and abroad. That is, if it costs 17 cents to produce 
an article in Germany, and $2 cents here, then the tariff 
should be 15 cents. If production costs here rise 3 cents, 
then the tariff should be increased to 18 cents, if produc- 
tion costs in Germany rise 2 cents, then the tariff should 
be reduced to 13 cents. By extending this principle over 
the whole field of tariff making, every rate would be fixed 
on “scientific” principles, and no room would be left for 
political discussion. 

This is primarily a Republican doctrine, and has been 
advocated in recent platforms of that party, including 
the platform of 1932. According to the sponsors of the 
Payne-Aldrich tariff of 1909, that legislation was framed 
on this “scientific” principle, and in the original form 
in which the Hawley-Smoot tariff was presented to Con- 
gress it was supposed to represent such an equalization 
of costs as between domestic and foreign producers. 

At first glance such a “scientific” tariff makes a strong 
appeal, but when the basis of trade is considered, we 
realize that the carrying out of such a policy to its logical 
conclusion would mean the stopping of all imports. It 
is the difference in monetary costs of production that 
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makes trade possible; the only reason why American auto- 
mobiles go to Japan, American cotton to France, Ameri- 
can wheat to England, or American pork to Germany, 
is that we are able to produce these articles more cheaply 
than they can be produced abroad. Similarly the reason 
why coffee is imported from Brazil, fine silks from France, 
toys from Germany, or brushes from Japan, is that they 
can be produced more cheaply in those countries than in 
the United States. 

The usual view of the exponents of “scientific” tariffs 
is that they only want the principle applied within reason, 
or to products which can be produced satisfactorily in 
the United States. But what is within reason, and what 
determines whether an article can be made satisfactorily 
in the United States? Except for mineral products which 
are not found here, there is nothing which cannot be pro- 
duced in the United States if we are willing to go to 
the trouble and expense; that is, if we are willing to 
“equalize costs of production.” Over a hundred and fifty 
years ago, Adam Smith pointed out that excellent grapes 
could be grown in Scotland with sufficient expense and 
care. We would grow coffee in the United States if the 
tariff were put high enough, although that drink would 
then grace only the breakfast tables of those who worry 
about the income surtax. Sugar and wool now pay high 
duties, but if we were to put on a tariff that would fully 
“equalize costs of production,” these staples would be con- 
siderably higher in price. This would provide more work 
in certain lines, although it would mean a loss to those 
now raising corn and wheat, or manufacturing auto- 
mobiles and electrical machinery, as well as to the great 
mass of the consuming public. Is there any scientific test 
that will tell us when a “scientific” tariff is no longer 
reasonable? The late Senator Aldrich, when advocating a 
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tariff that would equalize costs of production in the de- 
bates on the Payne-Aldrich bill, said “I would vote for 
300 per cent as cheerfully as I would vote for 50.” But 
why stop at three hundred? In the debates of 1922 pro- 
tectionist zealots admitted that they were willing to go as 
high as 1000 per cent. 

The decision as to when it 1s no longer reasonable to 
apply a “scientific” tariff can only be decided in the field 
of politics, and so we find that as soon as we reject the 
idea that this means a complete embargo on foreign trade, 
we are right back in politics, from whence the “scientific” 
tariff supposedly provided an escape. 

A further extension of the idea of a “scientific” tariff 
is in the turning of rate making powers over to the Execu- 
tive, on the basis of studies of “costs of production” to 
be made by the Tariff Commission. It was thought that 
this would “take the tariff out of politics.” Such a so- 
called ‘“‘flexible” tariff was first provided for in the 
Fordney-McCumber act of 1922, and was further ex- 
tended in the Hawley-Smoot act. As is evident to all who 
have followed recent tariff history, this has not achieved 
its laudable ideal of “taking the tariff out of politics,” 
although it has been highly successful in putting politics 
into the Tariff Commission. 

A Democratic variant of the Republican doctrine of 
equalization of “costs of production” is that of “a com- 
petitive tariff for revenue.” The legislative sponsors of 
the Underwood tariff of 1913 advanced this principle 
in framing the bill. It is incorporated in the Democratic 
platform of 1932. The exact difference between the two 
doctrines is difficult to define. Both of them use as a 
starting point the difference in production costs here and 
abroad, but the legislative results achieved are by no 
means the same. The difference in practice seems to boil 
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down to this: the Republican doctrine is that rates must 
be high enough to keep out practically all foreign goods, 
the Democratic doctrine is that rates must be high enough 
to keep out some foreign goods. In case of doubt the Re- 
publicans increase the rates, in case of doubt the Demo- 
crats lower them. 

The Democratic doctrine is no more “scientific,” it no 
more “takes the tariff out of politics,” than does the Re- 
publican doctrine. The decision is just as political in one 
case as in the other. If one believes that tariff rates should 
come down, then one should support a “competitive tariff 
for revenue” and its sponsors; if one believes in the main- 
tenance or increase of existing rates, then the way to 
bring this about is to support the advocates of equaliza- 
tion of “costs of production.” But let there be no illusions 
that either formula is “scientific,” or has “taken the tariff 
out of politics.” 

Another proposal for solving the tariff problem is to 
extend the benefits to all,—more specifically, to agricul- 
ture. The suggestion has come primarily from the western 
farmers of Republican faith. It is based on a complete 
acceptance of the premises of “protective” tariffs, but on 
an opposition to the methods which have been used in the 
past in framing tariff laws. 

The philosophy of this plan, as expressed many times 
in the debates on the Hawley-Smoot tariff, might be 
epitomized as follows: “The principle of protecting 
American industries and American workers by tariffs 
should be maintained. The only trouble is that our tariff 
legislation has been dictated by eastern Republicans, who 
have used it for the benefit of the big contributors to the 
Republican campaign fund. What we must do is to ex- 
tend the benefit of the tariff to all Americans.” This same 
thought was contained in the tariff plank of the Progres- 
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sive platform in 1912, and was brought forward by the 
Democratic candidate in the presidential campaign of 
1928. 

The only difficulty about this policy is that the in- 
dustries and the branches of agriculture that are ex- 
porting have nothing to gain from the tariff on their own 
products; and in so far as living costs, and the costs of 
raw material and equipment are increased, or as decreased 
imports in other lines reduce the ability of foreign coun- 
tries to buy here, a policy of high tariffs is directly con- 
trary to their interests. The tariff, in its very nature, 
benefits those producers who cannot meet foreign com- 
petition, and are not interested in foreign markets; and 
in its very nature benefits them at the expense of other 
classes of the community. 

Although many of the agricultural representatives 
naively accepted the idea that it would be possible to 
frame a tariff that would put agriculture on a position 
of “tariff equality” with industry, the more keen-minded 
of the corn-belt statesmen have realized that when the 
principal trouble of the farmers was low prices for agri- 
cultural exports, tariffs on such products as cotton, wheat, 


“corn, rye, and oats, meant “nothing to the great mass of 


the farming population. Out of this realization arose a 
new philosophy of the tariff: that the granting of a sub- 
sidy on agricultural exports was the only way in which 
its benefits could be extended to the farmer. ‘Hence the 
insistent demands of the agricultural interests for the ex- 
port debenture. If we abandon the Hamiltonian concep- 
tion of the tariff as a method of stimulating particular 
lines of national production, and go over to the idea that 
the benefits of the tariff must be extended to all, the 
export debenture, not only on agricultural products, but 
on every product, is the just and the logical development. 
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The scandalized opposition of the East to the “unsound” 
export debenture was nothing more than sectional opposi- 
tion to the genuine application of the principle of “tariff 
equality” for agriculture. If extending the benefits of the 
tariff to all is simply a political doctrine of putting duties 
on corn, wheat, cotton, butter, and eggs—almost mean- 
ingless as far as the general body of American farmers 
are concerned—in order to catch votes in the West, then 
it may be deemed a great success. But if we seek for a 
solution of our tariff problem in this way, we are simply 
embarking on a circle squaring expedition. 

No formula can tell us whether a national interest will 
be served by subsidizing our sugar beet growers, our wool 
growers, the walnut growers of California, the growers 
of fresh vegetables in Florida and Texas, the cement 
manufacturers of New York, the steel manufacturers of 
Pennsylvania, or the silk manufacturers of New Jersey. 
The decision on matters such as these can no more be 
taken out of politics than can the question whether in- 
come taxes shall be 20 or 45 per cent, whether Puerto 
Rico shall be granted statehood, whether we shall have 
freedom of the press, or whether we shall have nomina- 
tions by conventions or direct primaries. Such questions 
are the very warp and woof of politics, and as long as 
representative government prevails, whether it be a de- 
mocracy of universal suffrage, or an oligarchy, they must 
be decided on the basis of opinion and not on the basis 
of science. The best that we can hope is that they may 
be settled on the basis of enlightened opinion, by law- 
makers who have a consideration for larger national in- 
terests. And let us not forget that it is futile to expect 
legislators to behave like statesmen, as long as their con- 
stituents believe that a congressman’s sole function is to 
look out for local interests. 
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This does not mean, however, that there 1s no way 
in which tariff legislation, no matter what policy the peo- 
ple may support at the polls, can be improved. Tariff 
schedules should mean in fact what they seem to say on 
their face. In some tariff bills there have been “jokers,” 
intended to grant in a- backhand manner benefits to 
special interests that no one would have dared openly to 
support in Congress. There is a vast mass of information 
on foreign tariff regulations, commercial treaties, “dump- 
ing,” and preferential railroad rates on exports and im- 
ports, which is useful to any legislative body. Our Tariff 
Commission has done valuable work along this line. A 
Tariff Commission can collect figures on conditions of 
production abroad and prepare estimates on the probable 
effects that an increase or decrease in our tariff rates 
would have upon the importation of particular products. 
If such figures are recognized in their true light, as ma- 
terial to help legislators make decisions, they can be most 
useful. Such information can make tariffs, if not more 
“scientific,” at least less arbitrary. 

There is no principle of science that can tell us what 
our tariff policy should be. Expert advice from the Tariff 
Commission can assist in drafting tariff bills; political 
leadership both in the White House and in Congress can 
prevent sectional and factional blocs from turning tariff 
legislation into a mad scramble for special favors. The 
decision as to general policy, however, must be made by 
representatives answerable at the polls. The idea of a 
“scientific” tariff or a tariff “taken out of politics” is a 
political gold brick, and its acceptance can only lead to 
the disillusionment and bitterness that come to the pur- 
chasers of such an article. The only way that the tariff 
can be taken out of politics is by the complete victory 
of “free trade” or by an embargo on all foreign trade. 
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Barring these alternatives, the tariff is, and must remain, 
a political issue. 
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CHAPTER IV 


REPARATIONS, WAR DEBTS, AND FOREIGN 
INVESTMENTS 


BY CHARLES R. WHITTLESEY 


ARDLY had the tumult of the War died away be- 

fore the question was broached as to what was to be 
done about the money owed us by our late allies. As early 
as 1919 it was suggested through official channels that 
one excellent solution would be to wipe the slate clean 
with one magnificent gesture and start afresh—no debts, 
no reparations, nothing but peace on earth and goodwill 
toward man. The American government immediately re- 
plied that it saw no connection between reparations and 
war debts and, moreover, would be pleased to receive offers 
as to settlement of the latter. From that day to this, 
official Washington has refused to see any connection be- 
tween inter-ally debts and reparations, a relationship 
that seemed transparently obvious to all the other nations 
concerned. 

At the time the debts were contracted there was no 
attempt to link them to hypothetical receipts from Ger- 
many. They were the simple obligations of the borrowing 
governments. Come what may, the debtor countries were 
technically obligated to pay. It is upon this ground that 
the United States takes its stand for payment. Legally 
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How is it possible to maintain in the face of this that 
debts and reparations actually, and as a matter of prac- 
tice, are connected? The chief development in establishing 
this relationship was the enunciation of the Balfour Prin- 
ciple in 1922. The gist of this famous pronouncement is 
that Great Britain agreed to require of her allies on ac- 
count of war debts and of Germany on account of repara- 
tions only as much as she had to pay to the United States 
on her debt to us. Any reduction in American demands 
would be followed by a reduction in British demands. 
This doctrine went far to establish the notion that repara- 
tions and war debts were merely one continuous series of 
international payments with Germany standing at one 
end and the United States predominant at the other end. 
England, France, Italy, and the lesser allies were merely 
the conduit through which these payments were conveyed 
from payer to payee. And even though a portion of the 
vital fluid adhered to the walls of the conduit, it still 
seemed clear to the others that the attitude of the United 
States was the foundation of the whole nefarious scheme. 

The connection between the two types of obligation was 
further cemented from time to time. Thus, the committee 
that formulated the Young Plan was bound by its official 
instructions to the principle that reparation payments 
must be sufficient to meet the war debts, and in addition 
should make a moderate contribution toward repair of 
war damages. The final report of this committee provided 
that the later payments by Germany should be just suffi- 
cient to meet debt payments to the United States and a 
memorandum attached to the report recommended that 
any relief granted on war debts should be reflected in re- 
lief to Germany on reparations account. In the mind of 
the rest of the world, the United States for the first time 
acknowledged, tacitly it is true, the connection between 
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debts and reparations when President Hoover lumped the 
two together under the name intergovernmental obliga- 
tions in proposing the Hoover Moratorium in June, 1931. 
To cap it all, the Lausanne Conference in the summer of 
1932 made acceptance of the proposed reduction in 
reparations virtually contingent upon modification of 
the war debt claims by the United States. 

It appears from all this that while technically there is 
no connection between war debts and reparations, actually 
and practically they are inseparable. The official refusal 
to acknowledge this latter fact has made the negotiations 
over intergovernmental indebtedness a hollow sham and 
has brought us, moreover, to our present impasse. 

This does not mean, however, that inter-ally debts can- 
not be paid if our debtors so desire, regardless of whether 
they receive what is nominally due them or not. The allies 
have insisted ever since the War upon Germany’s ability 
to pay them a substantial net sum. To maintain that 
Germany could pay and at the same time that the allies, 
whose economic strength relative to their obligations was 
far greater, were devoid of capacity to pay is a trans- 
parency that could survive only in a political world. 
Unfortunately, economic capacity to pay is inconsequen- 
tial unless it is implemented by willingness—and this is, 
and has been, the nub of the difficulty in meeting inter- 
national obligations. For willingness of the allies to pay 
war debts rests ultimately upon their ability to collect 
reparations. Consequently, the question whether or not 
we could collect the war debts early became a question of 
whether or not reparations could be collected from Ger- 
many. Despite the abundance of discussion—or, perhaps, 
because of it—Germany’s capacity to pay reparations re- 
mains a moot question. 

For the first half dozen years after the Armistice an 
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effort was made to determine by political means both the 
amount of payments to be required of Germany and the 
means of meeting them. The failure of the Ruhr occupa- 
tion to produce substantial returns led to the appoint- 
ment of the Dawes Committee, and for the first time 
reparations were treated as primarily an economic ques- 
tion. The Dawes Report, submitted in 1924, and the 
Young Plan, submitted five years later, represent as fully 
informed and sane estimates of the sums Germany could 
pay as were possible at the time. The first proposed the 
payment of two and a half billion gold marks in the stand- 
ard year, though this sum was to be increased or de- 
creased according to changes in the price level and in 
German prosperity. The Young Plan proposed payments 
averaging about two billion gold marks a year for fifty- 
nine years. These are the most important studies that have 
been made of Germany’s capacity to pay and the figures 
they give may be taken as authoritative opinion of what 
Germany could be expected to pay under conditions such 
as prevailed in 1929. However accurate they may have 
been at the time they were prepared they have only his- 
torical significance today. 

A dozen years ago public opinion, and this included 
official opinion as well, inclined toward the view that Ger- 
many’s capacity to pay was virtually unlimited. Today 
it has become popular to hold that Germany’s capacity to 
pay, both now and in the future, is almost nil. A sober 
view of the matter leads one to suspect that the latter 
belief is as unsound, on economic grounds, as was the 
former. But for the severe depression in Germany and 
throughout the world Germany would probably not have 
been granted so great reduction of the burden of repara- 
tions as the Lausanne Conference provided. It is not un- 
likely that future historians will say that Germany was 
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fortunate in securing this settlement at a time when her 
apparent capacity to pay was at its lowest ebb. 

Out of the abundance of argument only samples can be 
selected to show popular views as to Germany’s capacity 
to pay. The depreciation of the mark after the War wiped 
out the value of fixed obligations so that at the end of 1923 
the German government found itself virtually free of debt. 
The Allies, observing how heavy a burden the internal 
debt placed on governmental budgets in other countries, 
argued that the elimination of the public debt had pro- 
portionately increased Germany’s capacity to pay repara- 
tions. The Germans, on the other hand, took the viewpoint 
of the individual bondholder. “Behold,” they said, “in 
other countries the bondholder receives a large income 
every year. In Germany he receives nothing. All this in- 
come has been taken from him, and so he has no ability 
to pay taxes and because he cannot pay taxes Germany 
cannot pay reparations.” Both views, as a matter of fact, 
are equally mistaken. When income is taken from a tax- 
payer and transferred to a bondholder, it is merely re- 
distributed within the country, and the country as a whole 
is neither richer nor poorer after the transaction than it 
was before. If the taxpayer and the bondholder were one 
and the same person, he would be as well off—indeed, 
slightly better off since governments do not operate with- 
out cost—if both transactions were simply cancelled. If 
the two were not the same, then the effect would merely 
be to transfer income from one group of citizens to an- 
other. The total net income of the country and its ability 
to make payments abroad are not altered by merely wip- 
ing out the internal debt. 

An opposing argument that should have perished long 
ago but hasn’t, is that Germany has had no excess of 
commodity exports over commodity imports and since, 
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admittedly, an excess is necessary because of the inade- 
quacy of the so-called “invisibles” in her balance of pay- 
ments, therefore, Germany cannot pay reparations.* The 
answer to this contention is packed, perhaps too com- 
pactly to be clear, in the epigram, “Countries do not pay 
their debts because they have an excess of exports but 
they have an excess of exports because they pay their 
debts.” To suppose that such an excess should develop 
before the payments are begun is contrary to the notion 
of a balance of payments, the very principle upon which 
the contention is based. The claim has repeatedly been 
made that because of Germany’s dependence upon other 
countries for raw materials and other necessary imports 
she could not under any circumstances develop an excess 
of commodity exports over commodity imports. This con- 
tention was summarily disproved in the year 1931 when 
the disappearance of the chief invisible export, borrowing 
from abroad, led to the emergence of a “favorable” bal- 
ance of trade of nearly three billion gold marks. This 
record is all the more remarkable in view of the fact that it 
occurred in a year of very severe depression and despite a 
catastrophic fall in commodity prices. In terms of gold 
values prevailing the year the Dawes Committee submitted 
its report, Germany’s favorable balance of trade in 1931 
was well over one and a half times the standard payment 
of two and a half billion gold marks called for in that 
report. 

The position of Germany is essentially the same as that 
of a country which has borrowed and now must repay. 

* Invisible exports and imports include all transactions, other than 
the movement of goods, that involve financial payments between coun- 
tries. Invisible imports such as tourist expenditures, immigrant remit- 
tances, the payment of interest, or the granting of a foreign loan serve 
to consume a country’s foreign purchasing power, while invisible ex- 


ports, as is the case with commodity exports, increase balances due 
from foreign countries. 
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The difference is merely that Germany has received no 
quid pro quo, so that her ability to make payments has 
not been increased, as in the case of a productive invest- 
ment, by the funds now being repaid. But Germany is as 
well off as a country which has borrowed a similar amount 
and wasted it. Or we may say that it is as well off and it 
has, economically, as great capacity to pay as a country 
which used its borrowed funds productively, but started 
so far below Germany that even with the increase in pro- 
ductivity that followed the investment its present pro- 
ductivity is only equal to that of Germany. It is erroneous 
to argue that Germany cannot pay reparations merely 
because the origin of these obligations was political rather 
than economic. 

Moreover, it is irrelevant to object to reparations on 
the ground that they would impair Germany’s standard 
of living. Any payment abroad means a lowering of the 
standard of living as compared with what it would be if 
the payment were not made, whether such payment is due 
on account of a political obligation or on account of 
foreign investment previously made in that country. If 
the investment is genuinely productive, the reduction in 
standard of living due to repayment may, even so, leave 
the standard of living higher than it was before the ob- 
ligation was contracted. The reduction in the German 
standard of living that reparations imply is, frankly, a 
penalty imposed upon her by the treaty of Versailles. If 
an increase in productivity from whatever source makes 
possible the transfer without reducing the standard of 
living below the accustomed level, well and good. Other- 
wise, the sad fact must be faced. The original justification 
for demanding reparations, and consequently for impos- 
ing such a penalty upon Germany, was based upon 
acknowledgment of Germany’s war guilt. Historical re- 
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searches have cast serious doubt upon the notion that 
Germany was any more responsible for the outbreak of 
hostilities than were various other belligerents on both 
sides of the struggle. This ground for insisting upon 
reparations is, therefore, greatly weakened. 

In examining the economic aspects of the debt problem 
it is necessary to consider the effects of payment and the 
possible effects of cancellation. This very evidently in- 
volves the assumption that the debts can and will be paid. 
Otherwise, “cancellation” is a mockery. Cancelling in this 
sense is merely to recognize and accept the inevitable. 
Obligations that will not be met are without value and 
cancelling them is merely a bookkeeping operation. 

The effect of war debt payments, assuming them to be 
made, is to afford us foreign purchasing power without a 
corresponding sacrifice on our part. We obtain imports 
(including commodities, services, tourist expenditures, 
immigrant remittances and the like) without having to 
export (either visible or invisible items). This is some- 
times offered as an objection to collection of war debts— 
the depressing influence they must have upon our exports. 
But such a view is narrow and individualistic. From the 
standpoint of the entire country, exports are the means 
and imports the end. Certainly, if we secure the same end 
by other, and effortless, means we are the gainer to this 
extent. For generations England has enjoyed this en- 
viable position. She has drawn imports from the four 
corners of the earth, imports that at the time cost her 
nothing since they were paid for by the income from 
investments made years before. Unquestionably those 
individuals who are dependent upon export activity may 
suffer, but the country as a whole benefits in the same 
way that a private investor gains when he retires to live 
on the income of investments he made earlier. 


106 FACING THE FACTS 


The tendency for exports to decline relative to imports 
follows inevitably from our transition to the status of a 
creditor nation. This does not necessarily mean an actual 
decline in our exports since the shift may result from 
enlarged imports rather than from reduced exports. The 
relative growth of imports is cordially to be welcomed, 
since it signifies that we are living on the income from 
our savings. It is thus that we enjoy the fruits of our 
thrift in making the investment. The only alternative to 
an expansion of imports relative to exports, barring 
great expansion in tourist trade, in remittances by immi- 
grants, or other developments still more improbable, is 
default on the payment of interest and repayment of 
principal. 

A favorite argument for cancellation of war debts, in- 
volving as this does reduction or cancellation of repara- 
tions, is that it would remove a barrier to our export 
trade. The conclusion is sound and undoubtedly cancel- 
lation would benefit certain exporting industries. But 
exports are not an end in themselves. This argument is 
equivalent to saying that we should refuse to take imports 
for nothing in order that we may have the privilege of 
obtaining them by paying for them! This ground for 
cancellation, incidentally, is equally valid for cancellation 
of our private investments abroad, since they exert the 
same influence upon export trade as do the war debts. It 
is a curious twist in our political psychology that we 
should propose to remove an indirect barrier to trade 
while we continue to erect direct and tangible barriers 


to trade in the form of further restrictions on imports. \ 


For import barriers very definitely limit exports by limit- 
ing the most logical means by which foreign countries can 


pay for them. 
The argument is carried somewhat farther in the con- 
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tention that by cancellation of the war debts we should 
overcome the depression. Certainly this would be a very 
modest price to pay for the restoration of prosperity. 
And it is possible that this would be its effect, and quite 
probable that it would help toward that end. But the 
degree to which it would contribute to restoring what we 
still hope are “normal” conditions is highly conjectural 
whereas our gain from the payment of debts, granting 
still that they can be collected, is not conjectural but, 
very tangible. And it is reasonable, at least, to suggest 
that a reduction of tariff barriers throughout the world 
would accomplish far more in the direction of restoring 
normal business conditions than would removal of the 
indirect barrier of international debt payments. It is pos- 
sible, of course, that the latter is politically feasible while 
the former is not. Nevertheless, the weight to be accorded 
this argument for cancellation remains highly uncertain. 
Ex-Governor Smith has proposed that the inter-allied 
debts be reduced in proportion to the purchase of Ameri- 
can exports by the debtor nations. For example, the an- 
nual payment demanded of any country on account of 
its war debt would be reduced by twenty-five per cent of 
its imports from us. This plan would have been equiva- 
lent, on the basis of payments and trade in the depression 
year 1930, to the outright cancellation of nearly 97% ' 
of all payments due, and it would probably lead ulti- 
mately to complete cancellation. Consequently, the stimu- 
lus it would give to our export trade, assuming that this 
were desirable, would probably be slight. Moreover, it 
would involve discrimination against those few countries, 
such as Poland, Czechoslovakia and Esthonia, whose 
trade with the United States was not sufficient to bring / 
about automatic cancellation of the debt payments. The 
scheme is logically unsound, but quite possibly cancella- 
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tion will prove politically feasible only through some 
subterfuge such as this, and so the proposal may, per- 
haps, be justified (by those who favor cancellation) on 
the ground of expediency. 

Another reason for cancellation that carries great 
weight in certain quarters is that this reduction in the lia- 
bility of Germany and certain other countries on account 
of reparations or war debts would increase the value of 
the privately held obligations of these governments. This 
raises the vexed question of priority. Sharp conflict de- 
veloped as soon as it began to appear that Germany 
might not be able to pay both reparations and her private 
debt. The question turned on which of the two should 
have precedence over the other. American and other in- 
vestors and the Germans themselves maintained that a 
debt owed to individuals is more sacred than a debt due 
another government, particularly when the latter did not 
grow out of a contract and was based on other than eco- 
nomic considerations. The French, whose interest in 
reparations was greater than their interest in the private 
debt, argued that reparations are likewise an obligation 
to individuals—in this case, individual taxpayers in the 
allied countries. They maintained that since most of the 
private debt was contracted between 1924 and 1929 those 
individuals who loaned money to Germany did so fully 
aware of Germany’s existing obligation under repara- 
tions. To grant private debts priority, or even to grant 
them equality, seemed to be to abet what may have been, 
they suggest, a deliberate attempt on the part of the Ger- 
mans to evade their obligation with respect to reparations. 
Until the knot was cut by the unexpected moderation of 
French demands at Lausanne it appeared that the issue 
of priority would resolve itself into a conflict between the 
French and the Americans. It was more properly a con- 
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flict between the American investor and the American 
taxpayer, since it is chiefly the latter who will suffer if 
reparations and war debts are not paid, just as it is most 
largely the former who will benefit. 

Americans, furthermore, are turned against cancella- 
tion or reduction by the fear that any relief we might 
grant would immediately lead to correspondingly larger 
expenditures for armaments. Senator Borah has urged 
that we agree to modify the debt agreements only upon 
condition that the European nations reduce armaments. 
If such an agreement is possible, this constitutes the 
strongest economic argument for cancellation. A reduc- 
tion of only one-third in our own expenditures for arms 
would compensate for what we should forego on debt re- 
ceipts. We should be economically ahead to the extent that 
we reduced beyond this figure or that such reduction 
lasted longer than the debt agreements will otherwise do. 
Here, and not in the hypothetical) effect upon trade and 
the depression, lies our true economic stake in concellation. 

Whereas the economic argument for cancellation is de- 
cidedly weak the case for scaling down war debts and 
reparations is more convincing. The Dawes Plan con- 
tained a provision for altering the amount of payments 
demanded of Germany in proportion to changes in the 
value of gold. The aim was to keep the goods-equivalent 
of reparations as nearly constant as possible since this is 
the really significant thing for both creditor and debtor. 
Prices remained so stable during the five years of the 
Dawes Plan that this provision was not called into opera- 
tion. For this and other reasons, the provision was omitted 
from the Young Plan. Then Fate played one of her grim 
pranks. Almost immediately prices began to fall and 
within two years they had dropped nearly thirty per cent. 
As a result, the reduction in reparations, amounting to 
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about twenty per cent in the average year, was wiped out 
and the real burden * of reparations was rendered heavier 
than it had been before. The effect on war debts was simi- 
lar. To illustrate, the British paid us, by dint of great 
sacrifices, approximately $160,000,000 a year from 1923 
to 1931, when the Hoover moratorium granted them a 
breathing spell, but at the end of the period owed us, in 
terms of real burden to them and real value to us, over 
twenty per cent more than they did at the beginning. 
Such are the rewards of virtue. 

How did abandonment of the gold standard by Great 
Britain affect the burden of the British debt to the United 
States? Mr. Mellon has answered this question in the fol- 
lowing terms: 


“With the pound sterling at par, the British Treas- 
ury needs £32,800,000 in order to pay us $159,500,000. 
With the pound sterling at the rate at which it sold on 
December 19, 1931, it would take £48,100,000, or an 
increase of ... 47%. Or, in other words, the burden on 
the British taxpayer is increased by one-half.” 


This argument, for all its plausibility, is fallacious. Its 
extension would seem to be that it was a thousand times as 
difficult for a German to buy a loaf of bread when the 
mark had depreciated a thousand to one as it was when 
the mark was at par. It overlooks the fact that less valu- 
able units are less difficult to obtain than the more valuable 
units. It is no doubt true that the depreciation of the 
pound sterling raised certain fiscal difficulties, but to the 
extent that revenues in sterling failed to increase as 
rapidly as the value of the pound fell the effect was merely 


* The term “real” as used here and hereafter refers to the commodity 
equivalent. Money, after all, varies widely in its ability to satisfy human 
wants, but goods should always yield approximately the same quantity 
of satisfaction. 
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to relieve the taxpayer of part of the burden he previously 
bore. Mr. Mellon has confused real and nominal burden. 
The nominal burden in terms of pounds sterling has been 
increased but the real burden remains unchanged. There 
is no change in the real burden to the British nation ex- 
cept as gold, in which the foreign debt is expressed, 
changes in value. If gold remains stable in value the 
burden of the external debt remains constant also. What 
happens to the pound sterling may affect the internal 
situation either favorably or unfavorably but does not 
alter the actual national burden of those foreign obliga- 
tions expressed in gold. 

The great tragedy of the British debt was not that the 
pound fell relative to gold but that gold rose relative to 
goods. Except in gold, the pound sterling was more valu- 
able in 1932 when it stood at $3.60 than it was in 1925 
when it was stabilized at the old par of $4.86. It was not 
that the pound depreciated in the meantime but that gold, 
disastrously for the world, appreciated. 

The conclusion seems unavoidable, then, that if the 
settlements reached under the Young Plan and by indi- 
vidual negotiations with the countries indebted to us were 
just and reasonable at the time they were made, they have | 
ceased to be either just or reasonable since the rise in the 
value of gold has added some thirty-five per cent to them. 
Even if we do not regard these settlements as just, even if 
they were too generous, can we expect our creditors to pay 
us thirty-five per cent more in real values than we have 
already agreed to accept? This is precisely what we ask 
when we refuse to reduce these payments in proportion as 
prices have fallen. 

The usual objection to making any reduction in these 
payments is that these are the means of liquidating a por- 
tion of the Liberty Loans. Since there is no prospect of our 
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being able to reduce Liberty Loan obligations, any modi- 
fication of war debt settlements would merely add to the 
burden of meeting the service on our internal debt. Such 
a contention overlooks a fundamental distinction between 
an internal and an external debt. To the extent that a fall 
in prices increases the burden that domestically held bonds 
impose upon the taxpayer, the loss to the taxpayer is ex- 
actly equal to the gain to the bondholder. The only effect 
is a redistribution of wealth among different classes of 
society. The country as a whole has neither gained nor 
lost, and the redistribution of wealth consequent upon a 
change in the price level may be more or less offset by 
heavier taxation of bondholders. As was pointed out above, 
this is not true in the case of an external debt. There the 
effect of a change in the price level is to transfer wealth 
from one group in one country to another group in an- 
other country. It is true the world neither gains nor loses 
—disregarding the influence on business activity—but 
any particular country may do so. 

We may, then, conclude: A change in prices does not 
alter the burden on the country of the internal debt but 
does alter the burden of external debts. Therefore, unless 
we adjust reparation and war debt settlements to the 
changed value of money, the creditor nations will derive 
an unwarranted benefit at the expense of the debtor 
nations. Scaling these settlements down to the real worth 
at the time the settlement was made will involve no sacri- 
fice to this country beyond that to which we have already 
assented. We shall only forego a fortuitous gain that 
arose from the fact that gold has been a defective stand- 
ard of deferred payments. 

As moral grounds for the cancellation of war debts, the 
argument is sometimes advanced that the proceeds of 
loans to our allies were spent in the United States so that 
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the money never actually left the country. This contention 
possesses no validity, since a debt is a debt regardless of 
the use made of the purchasing power transferred to the 
borrower by means of the loan. The actual transfer of for- 
eign loans is, after all, normally effected through the 
shipment of commodities. Virtually all private loans have 
been transferred in this way, so that this argument would, 
if logically pursued, endorse cancellation of the bulk of 
our privately held foreign debt as well. 

There are other, and much stronger, moral grounds 
for cancellation of the war debts. Prior to the entry of 
the United States into the War the Allies borrowed large 
sums of money through private channels. After we en- 
tered the War, loans were made by the government. The 
very fact that the government advanced these sums im- 
plies clear recognition of America’s moral obligation in 
the transactions. This moral basis of the loans is disre- 
garded in our current insistence upon the strictly legal 
status of the war debts. From the time we entered the War 
it was our war and loans to the Allies were our contribu- 
tion to the prosecution of it. Had we been fully prepared 
so that we could immediately have thrown an army pro- 
portionate to our ultimate strength into the field, we 
should have been unable to supply our allies with the 
sinews of war. We should have needed the supplies for 
our own forces and there would have been fewer workers 
at home to produce these supplies. In that case we should 
have been spared the disturbing problem of war debts. 
But we should not have been spared the lives of hundreds 
of thousands of our soldiers. Against this contention is 
sometimes brought the answer that a considerable portion 
of the war debt was incurred after the armistice. This is 
undeniably true, but it is no less true that most of the 
funds so advanced were used in payment for supplies 
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which had been ordered prior to the end of hostilities. 
They were as definitely part of the cost of financing the 
War as any of the pre-armistice loans. 

The strongest moral basis for cancellation lies in the 
inescapable fact that these loans were our way—part of 
the time our only way—of contributing to the prosecu- 
tion of owr war and indirectly spared us the sacrifice of 
untold American lives. That this is a fair picture of the 
nature of the loans is shown in the words of the authoriz- 
ing act. The loans were to be made to the Allies “for the 
purpose of more effectually providing for the national 
security and defense and prosecuting the war.” Speeches 
in both House and Senate bear out the same conclusion: 


“We are not prepared to fight with our army.... 
The only way left is to help finance those nations who 
are fighting our enemy.”—Mr. Mann. 


“We will be fighting with our money our battles.” 
—Mr. Kitchin. 


‘Every dollar that will be expended under the pro- 
visions of this bill...will be for the benefit of the 
United States, whether spent by us, or by the Allies.” 
—Sen. Smoot. 


“While we are recognizing that we are putting seven 
billion dollars into the battle, we must not fail to recog- 
nize that we are not as yet putting in a single one of our 
American soldiers, while blood is being poured out by 
our allies in unstinted measure.”—Sen. McCumber. 


“Let us do this in the spirit of men... who are enter- 
ing into it without thought of profits, without thought 
of financial loss .. . without thought of the sacrifice, but 
ready and willing to make every sacrifice.”—Sen. Sim- 
mons. 
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Is it surprising that our late allies consider us un- 
reasonable in insisting now that the war debts be 
regarded simply as business transactions? They have 
these resounding phrases in mind when they say, “Uncle 
Shylock has had his pound of flesh. Will he insist upon 
his ducats too?” 


In examining the international financial position of the 
United States the private debts are no less important than 
the war debts. Quantitatively they are, in fact, more im- 
portant. Both represent money owed to us, and payment 
gives rise to similar problems in both cases. Today, the 
question of capacity to pay concerns the holder of a 
Chilean bond no less than it does the United States 
treasury. 

The story of our transition to the status of a creditor 
nation is familiar to all. Before the War we had already 
placed investments abroad amounting to several billions 
but on balance we owed considerably more than we were 
owed. Our position was reversed during the War and after. 
By the end of 1931 we had invested abroad, exclusive of 
war loans, approximately sixteen billion dollars. A third 
of this was in Latin America, slightly less in Europe, and 
a fourth in Canada. About half the total took the form of 
indirect investment such as bonds and about half was in 
the form of direct investment such as mines, oil wells, 
plantations and factories. 

The present market value of these vast holdings is only 
a fraction of their nominal worth. The popular view is 
that the trusting American investor was deliberately de- 
frauded by the American banker and the foreign bor- 
rower. Instances have been proven of bribes—or, if one 
prefers, “commissions”—that are to the abiding shame of 
American bankers, Certainly there was incompetence and 
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carelessness, as to methods and ethics, that amount to 
criminal negligence but the ultimate result was, it is fair 
to say, a surprise to all. The fact is that the whole sorry 
mess of foreign investment was part of the insane opti- 
mism of the “New Era.” Our inexperience is frequently 
blamed in part for our misfortunes abroad. We may take 
what cold comfort we can from the fact that the British, 
too, made the same mistakes we did. And if they lost less 
on post-War investments than we, it was largely because 
they had less to lose. But sad as the record is, the price 
movements of foreign securities compare not unfavorably 
with the movements of domestic securities. They were 
not as safe as American government bonds, but after all 
it was folly ever to suppose they were, in view of the fact 
that their stipulated yield was often twice as high. 

It will be many years before we can estimate our losses 
on foreign investments, and even then we must not lose 
sight of the fact that we should have suffered heavy losses 
even though the funds had been invested at home. But in 
viewing our present position, it is evident that all our 
apparent losses are not real. The value of the dollar has 
changed hugely in the last fifteen years. After the war the 
dollar fell in real value to two-fifths what it had been in 
1913 and again in 1932. The loss, then, on a South Ameri- 
can bond issued at par in 1920 and quoted at 40 in 1932 
was apparent only, and in real values there was no loss 
whatever! It is true that few bonds were floated in 1919 
and 1920, when prices were at the peak, but the same con- 
sideration applies in some degree to all securities floated 
down to the end of 1930. What the future of the price 
level will be no one can tell but price movements cannot 
be overlooked in calculating how we have fared as inves- 
tors. If the value of the dollar continues to rise we shall 
continue to make a fortuitous gain on such securities as 
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are paid in full in the more valuable dollars. But this 
gain may be more than offset by increased default as a 
result of the heavier burden the rise in the value of the 
dollar imposes upon debtors. 

The really serious problem, however, is not how much 
we have lost or whose fault it was, but rather what our 
policy should be from this time on. This, moreover, is a 
twofold problem: What can we do about what is now 
owing us in order to hold losses to a minimum, and what 
should be our attitude toward new investment in the 
future? 

The use of force must be ruled out as morally unde- 
sirable, politically inexpedient, and economically unprom- 
ising. The Corporation of Foreign Bondholders, organized 
in England over sixty years ago, has been instrumental 
in effecting settlements involving investments amounting 
to about five billion dollars, much of which would not 
otherwise have been recovered. Several associations em- 
bodying similar aims have recently been formed in this 
country and it is to be hoped that out of this beginning 
may develop some organization that will succeed in ac- 
complishing for American investors what the other group 
has done for British investors. One of the first duties of 
the American association will be the sad rite of scaling 
down many of the foreign issues of bonds. The fact may 
as well be faced that, barring a phenomenal recovery of 
commodity prices, most of the Latin American bonds and 
many other issues will, in all probability, never be paid in 
full. By shutting our eyes to this hard fact we shall only 
postpone a lasting settlement and, doubtless, render the 
final terms less favorable than may otherwise be the case. 
In any settlement that we do make due provision should 
be included for changes in the price level following the 
date of settlement, albeit such an agreement may be hard 
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to enforce if it calls, later, for an increase in the pay- 
ments due. 

With respect to future policy toward the export of 
capital, opinion divides into two camps, those who favor 
limitation of further lending and those who favor new 
lending so long as it is productive. A rather grim answer 
to the latter school of thought is that investments in the 
past have been, in one sense, too productive—hence the 
great overproduction of raw materials, the fall in com- 
modity prices, and the collapse of security values! A 
more significant objection is the difficulty of determining 
when a loan is genuinely productive. The degree of control 
that the other group favors ranges merely from assembling 
and publishing full information in connection with con- 
templated loans to the right of veto over any prospective 
issue. Both because of our hostility to extremes of regula- 
tion and because of the difficulty of controlling capital 
movements effectively, it is probable that only more mod- 
erate forms of interference will be attempted. 

More active opposition has developed against direct 
investment abroad, particularly in the form of branches of 
American factories. There is a curious conflict of views on 
the subject; contradictory views are frequently staunchly 
maintained by the same individuals with no realization of 
the inconsistency. In one breath it is said that we should 
not equip our competitors and so take the bread out of the 
mouths of our workers. In the next, we are told that our 
prosperity depends upon the prosperity of foreign coun- 
tries. Apparently we must have the foreigner prosperous 
but we must not help him to become so. The principle that 
our prosperity is tied up with that of every other country 
has the ring of an old time copybook maxim. Unfortu- 
nately for the Christian virtues, it is not borne out by the 
evidence so far as individual countries are concerned. 
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The view that we should not equip foreign countries to 
compete with us overlooks the fact that many of the for- 
eign branches are not competitive with our industries, 
either because the product is not identical or because pro- 
duction in the branch establishment is the only way of 
getting the business. On the other hand, the foreign 
branch may be competitive to such an extreme that the 
goods produced abroad are imported into the United 
States as in the case of the Ford tractor factory in Cork. 
Even so it is entirely possible that the country may gain 
more as a consumer of the cheaper foreign product than 
it loses as a producer. 

A final consideration with respect to foreign investment 
concerns both the past and the future. When a country 
becomes a creditor nation it presumably becomes the re- 
cipient of annual payments on interest, including divi- 
dends, and principal. Ultimately, most of these payments 
must be transferred in the form of goods so that such a 
country, in the normal course of events, may expect im- 
ports to grow relative to exports and, gradually, a so- 
called “unfavorable” balance of trade to develop. This 
development may be postponed by reinvestment of interest 
and principal abroad, but this only serves to make the 
ultimate payments due for these items so much the 
greater. There are, then, broadly speaking, only two alter- 
natives. One is that we should permit, and preferably 
facilitate, the growth of imports relative to exports. Con- 
ceivably, this might occur with both growing but with 
imports growing more rapidly than exports. The other 
alternative is default by the debtor countries—the loss of 
interest and principal and the sacrifice, in whole or in 
part, of our investments. To the extent that we resist the 
first alternative, by raising tariff barriers, for example, 
we make the other inevitable. All this is so evident and so 
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familiar that one must apologize for the repetition. Yet 
every act of our national commercial policy seems de- 
signed, in every way, to force upon us the second of these 
alternatives—loss of our investments. Thus far it has been 
harrowingly successful in accomplishing this end. 


During the War and after, the United States govern- 
ment extended to our allies, and to a very slight extent to 
others, loans amounting to a total of 10,338 million dol- 
lars without interest. Up to June, 1931, the date of the 
Hoover moratorium, we received 2,628 million dollars in 
payment of interest and principal on’ this debt. It is not 
impossible that this sum, which amounts to less than 2 per 
cent a year on the loan, represents all we shall ever receive 
on account of the war debts. 

The discrepancy between these totals would be far 
greater if accumulated interest were added to the prin- 
cipal. The difference between what we loaned and what 
we shall, in the end, receive must be charged up to the 
very expensive enterprise of making the world safe for 
democracy. 

Whatever the basis of the belief, there can be no 
doubt that Europe regards the questions of war debts and 
reparations as one. So long as the creditor countries 
accept this idea and are disposed to refuse to pay unless 
they can collect what is due them, then the two are, on any 
basis that has practical significance, bound together. That 
this is the attitude of most, if not all, of our debtors has 
become fully apparent. It will do us no good to blink this 
fact or to insist upon the legal niceties of the case. After 
all, the legal aspects have scant significance so long as 
governments cannot be sued! 

The fact of the matter is that if our debtors are not 
willing to pay and refuse to do so, there is no way we can 
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compel them. We can conceivably go to war over it, or 
we can refuse any new loans until the old debt has been 
funded. But there is no assurance that either of these 
methods will be effective. The embarrassing fact that a 
government cannot be sued removes the recourse that is 
open in the case of private debts. 

Our most urgent need today is an international con- 
ference on economic problems where the delegates from 
the United States will not be forbidden to discuss the only 
questions that have major significance for such a body, 
namely, war debts, reparations, and the tariff. And this 
country, still harboring the distrust we carried away from 
the post armistice negotiations, must be prepared to grant 
its share of concessions. Whatever adjustment we eventu- 
ally make with respect to war debts, the country will 
doubtless be persuaded that it will result in some financial 
benefit to us. This may be because of preternatural opti- 
mism as to the ability of such action to restore prosperity, 
or because of a desire to stimulate exports or to prevent 
the flow of imports. Upon such grounds as these must the 
action be based, for an appeal to greed is so much easier 
than an appeal to moral sentiments. 

So far as private investments abroad are concerned, our 
chief hope lies in the formation of a strong bondholders’ 
protective association more or less after the British model. 
It is to be hoped that the government may codperate with 
such a body by assisting through its facilities for obtain- 
ing and disseminating information. 

All in all, we have mixed a fine devil’s brew of repara- 
tions, war debts, and private investments abroad. The 
conflicting interests of exporters, bankers, investors, tax- 
payers and domestic: manufacturers cannot all be recon- 
ciled by the same formula. In the face of so diverse 
individual interests a wise and farsighted policy will be 
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very hard to build. And this fact, unfortunately, we must 
face: Whatever policy we adopt, some of us are bownd to 
lose and lose heavily. Our goal must be to keep these losses 
as low as possible, to distribute them as equitably as we 
can and withal—and this is the most important—not to 
delay the recovery of trade and industry. 
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CHAPTER V 


BUSINESS, INCORPORATED 





BY STANLEY EDWIN HOWARD 


USINESS organized in the corporate form exerts 

an enormous, if not overwhelming, influence upon 
our everyday life. Of over two million non-agricultural 
business enterprises in the United States nearly 500,000 
are incorporated; approximately 300,000 are in some 
partnership or like form. The remainder, with negligible 
exceptions, are small concerns owned by sole proprietors. 
That is to say, of about 800,000 enterprises conducted 
under some form of private collective organization ap- 
proximately five-eighths are incorporated. Corporations 
produce about four-fifths of all our manufactured prod- 
ucts and employ about four-fifths of all manufacturing 
employees. In the railroad field the corporate form is 
universal; as it is also in the other utility industries, 
excepting the occasional use of the Massachusetts trust. 
Even in the field of petty enterprise the corporation plays 
an important part, performing socially useful functions 
and presenting peculiar problems. 

Popular interest in the “corporation problem” centers 
in “big business.” The holding company in particular 
has facilitated an almost unbelievable concentration of 
control over our economic life. In a recent investigation 


covering 573 non-affiliated, non-financial, domestic cor- 
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porations whose securities were in March 1929 listed on 
the New York Stock Exchange, it was found that 130 
of these corporations had gross assets of not less than 100 
million dollars each. Of 439 similarly selected corpora- 
tions whose securities were dealt in on the New York 
Curb, 37 had gross assets of not less than 100 million 
dollars each. It was also shown that the 200 largest cor- 
porations (45 railroads, 58 public utilities and 97 indus- 
trials) shown in Moody’s Manuals for 1928, of which 
not a single one had less than 85 million dollars in assets, 
controlled in the aggregate assets valued at over 67 bil- 
lion dollars. Approximately, this was 44 per cent of the 
assets, and the income received by this group of 200 
corporations was $8 per cent of the income, of all non- 
financial business corporations in the United States. 
These 200 corporations controlled about 34 per cent of 
the business wealth and 19 per cent of all the wealth of 
the nation. Such concentration of control over our re- 
sources of production and over the distribution of the 
national income is of vital importance to every citizen. 
It is of special interest to the investing public. As invest- 
ment in corporate securities has come to be depended 
upon in greater and greater degree as a means of deriving 
non-labor income, it has become a matter of importance 
that that which corporations do with “other people’s 
money” shall be done both efficiently and honestly. The 
institution of the corporation, used for private business 
objectives, must in a democracy not become a Franken- 
stein, but rather a dependable public servant. 

The public press brings almost daily news of corporate 
activity and history which, if it is not scandal or near- 
scandal, at least suggests how imperfect as yet is our 
social control of the corporation. In a collapsed market 
and amid unprecedented conditions of depression, bond- 
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holders find their “undigested” securities in default and 
themselves with little assurance that the machinery of the 
law or the improvisations of protective committees can 
give them adequate relief. As corporate dividends have 
been omitted in instance after instance, stockholders have 
been disillusioned. There has come in question the validity 
of the policy whereby proprietary reserves are built up 
in the seven fat years of prosperity only to be withheld 
from dividend distribution in the seven lean years of 
adversity. 

Testimony currently given before public investigating 
bodies is to the effect that in some instances controlling 
minority groups have speculated in the stocks of their 
own (?) enterprises, while innocent and ignorant inves- 
tors, members of scattered majorities, have sold out on a 
manipulated falling market. It is publicly asserted that 
corporate assets have been utilized in discharge of per- 
sonal, non-corporate, obligations. Bonus systems are re- 
vealed under which officers, unknown to the body of 
stockholders, have drawn fabulous sums for their “ser- 
vices”; while at the same time dividends are omitted, 
because these services produced operating deficits rather 
than net income. In one instance a court enjoined a pro- 
posed industrial merger on the ground, among others, 
that due procedure was not observed, particularly in that 
directors common to the two corporations brought the 
whole proposed transaction under suspicion of unfair- 
ness to certain stockholders. 

Corporations themselves have entered the securities 
markets to buy back their own stocks and bonds at rum- 
mage sale prices, with little or no hesitancy over the 
dubious ethics of strengthening the impersonal corporate 
entity, or those persons who remain a part of it, at the 
expense of that group of natural persons usually referred 
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to as “the general investing public.” Bookkeeping sur- 
pluses recorded as a result of these transactions are 
viewed with satisfaction, if not with pride, by some; and 
with suspicion by others. By the stroke of a pen, that is 
by the simple process of charter amendment, recapitaliza- 
tion takes place, and the magical hat of no-par value 
stock gives forth more “surplus” and the legal possibility, 
if not the economic probability, of future dividends for 
those persons fortunate enough to remain members of the 
corporation. 

Such episodes as these, whatever of validity or truth 
there may be in the published reports, serve to remind us 
that the institution of the business corporation presents 
a real problem in social control. Today the situation seems 
unusually acute and distressing; nevertheless it is true 
that this general problem of the social control of the cor- 
porate device has existed from its first use in business. 
This follows, in part at least, from the fact that a cor- 
poration is not a tangible thing, but an abstraction—a 
legally authorized system of association of natural per- 
sons for the exercise of specific functions and powers. In 
the view of the law, the association of natural persons in 
a “body corporate” gives birth to an entity which is quite 
separate from the personnel of the group. This corporate 
entity is sometimes referred to as an artificial person, a 
juristic person, a fictitious person, an intangible or in- 
visible person. In the extreme view the corporate entity is 
not admitted to be fictitious at all, but real. As an entity 
this artificial, invisible, intangible, juristic or fictitious 
person enters the market place. It may hold property, 
borrow and lend, buy and sell goods and services, sue and 
be sued without direetly involving the personnel of its 
membership. It has, in a legal sense, the power of con- 
tinuing existence (sometimes optimistically referred to as 
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the power of “perpetual life”) quite regardless of the 
vicissitudes which befall its mortal members. 

Nevertheless the corporation is motivated and operated 
by these natural persons. Therefore some students of the 
law, keenly aware of the business abuses which may result 
from over-emphasis of the one-ness of the corporation 
and of its legal separateness from the natural persons 
who constitute its membership, would reject the fictitious 
person (or, as it is sometimes called, the “immortal 
spook”) theory. They see that in concrete reality this 
abstract entity is a group of natural persons. Be it noted 
that the degree to which the entity theory is accepted 
determines the solution of some of the most practical 
problems of the social control of business. Its absolute 
acceptance would prevent the imposition upon natural 
persons of any responsibility for what their artificial, in- 
corporated, representative persons do. 

The entity theory is at present the foundation on which 
public policy is built. With qualifications and with infre- 
quent exceptions, it is held as valid by the courts. Here 
is a brief judicial statement covering this point (142 
Fed. 247, 255): 


“If any general rule can be laid down, in the present 
state of authority, it is that a corporation will be looked 
upon as a legal entity as a general rule, and until suffi- 
cient reason to the contrary appear; but, when the 
notion of legal entity is used to defeat public con- 
venience, justify wrong, protect fraud, or defend 
crime, the law will regard the corporation as an asso- 
ciation of persons.” 


By implication this statement supports the view that 
the business corporation presents a problem in social 
control. Many of the problems of the social control of 
business activity are complicated by the fact that business 
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is so generally transacted today under the corporate 
form. Public policy regarding transactions which occur 
in the market place should be framed with an eye to the 
fact that many of these transactions are performed by 
unnatural persons whose existence and legal capacities 
are in the control of the State. 

A business corporation is one which is formed for and 
used in profit seeking. It is a device for trading on a joint 
stock or supply of goods which are contributed by the 
personnel of the membership and to a degree by the cor- 
porate creditors. It is significant that historically this 
profit seeking use of the corporation followed other, non- 
business, uses. At an early period groups of scholars were 
incorporated into colleges and universities; members of 
the clergy were incorporated into cathedral chapters; 
“orders” of religious persons received corporate charters; 
burghers formed themselves into municipal corporations 
for political or governmental purposes. Then merchants 
and craftsmen in domestic trade and industry formed 
gilds. These at first were largely for religious and social 
purposes. Later they were chartered with powers to regu- 
late the individual trading of their members. The Mer- 
chants of the Staple and the Merchants Adventurers, 
both engaged in foreign trade, and flourishing from the 
fourteenth century to the sixteenth, received charters of 
incorporation. 

Gradually in domestic trade and more strikingly in 
the field of foreign maritime commerce it evolved that the 
corporation traded with its own capital, obtained by the 
contributions or investments of its individual members. 
This evolution resulted in part from conditions imposed 
by new technical methods and from accounting difficul- 
ties encountered in the computation and distribution of 
profits. Favorable trade conditions provoked a widespread 
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public interest in the opportunity for investment in joint- 
stock enterprise. Monopolistic privileges were partially 
broken down by liberalization of the opportunity for such 
investment. By the beginning of the eighteenth century, 
both in England and on the Continent, the business com- 
pany with transferable shares, an incorporated associa- 
tion of persons whose combined capitals were managed 
by a board of directors, was a familiar institution. 

After the South Sea Bubble of 1720 the organization 
of joint-stock companies, both incorporated and unincor- 
porated, suffered an eclipse. The vague and ambiguous 
Bubble Act purported to suppress them. Those few that 
were formed during the next one hundred years suffered 
because their legitimacy was in question and because 
usually the legal status of their shareholders was that of 
unlimitedly liable general partners. Doubt about the 
legitimacy of joint-stock enterprises was, in part at least, 
removed by the Repeal of the Bubble Act in 1825. The 
problem of the personal liability of shareholders, in its 
relationship to that of the popular availability of the 
corporate form, was gradually resolved by a series of spe- 
cial and general acts of Parliament. The granting of 
corporate privileges by royal charter gave way to incor- 
poration by special legislative act, and finally to incorpo- 
ration by procedure under a general enabling act. This 
chapter in the evolution of the business corporation con- 
trasts two opposing features: pressure to make readily 
available to the business community and to investors the 
advantages of the corporate form of organization, includ- 
ing especially the advantage of limited liability; and on 
the other hand a very reluctant yielding to it. The pres- 
sure was strong and persistent, and its objective was 
attained under the Limited Liability Act of 1855 and 
certain supplementary legislation of 1856 and 1857. 
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Incorporation in Great Britain became easy, but 
public vigilance was not relaxed. The “Company Laws” 
have been and still are from time to time systematically 
“overhauled” by experts and amended by Parliament, the 
latest revision having been made in 1929. British com- 
pany law is by no means free from defects; weaknesses 
exist, but they are constantly under study and remedial 
measures are persistently sought. Both the legislature 
and the courts seem determined that the corporate device 
as a tool of business shall be a servant to the community, 
not its master. In working toward this result much em- 
phasis is placed upon the responsibility of management 
and upon publicity. 

The process of applying the corporate device to profit 
seeking enterprise in the United States has followed in 
some respects the course of the British development. 
There was in this country an inherited suspicion of the 
corporation, because perhaps of the association in men’s 
minds of corporate organization and monopolistic abuses 
in the mother country. But the advantages of the corpo- 
rate form, especially in those fields of enterprise now gen- 
erally regarded as “affected with a public interest,” were 
recognized. By 1800 charters had been granted to wharf 
companies, water companies, stage coach and turnpike 
companies, Insurance companies and banks. The corpo- 
rate form was at first little used in manufacturing, al- 
though as early as 1811 there was a general law in New 
York for the chartering of manufacturing companies by 
mere compliance with a prescribed procedure; but this 
law applied only to a restricted list of enumerated in- 
dustries, its provisions were to be effective for a limited 
period only, and it contemplated the use of business units 
so small as to be pigmies when contrasted with the typical 
industrial corporations of today. This law, in a sense, was 
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premature; yet it heralded the policy which became gen- 
erally effective in the latter part of the nineteenth cen- 
tury, of incorporation for general business purposes by 
the method of the general rather than the special legisla- 
tive act. 

In one important particular incorporation procedure 
in the United States has differed from that in Great 
Britain and in the countries of continental Europe. With 
us incorporation under the laws of the central govern- 
ment has been exceptional. Incorporation for general 
business purposes is accomplished under the laws of the 
several states. There is not one charter granting author- 
ity, but many; a fact which has accelerated the evolution 
of easy incorporation to the point of excess. 

The limited liability privilege of corporate sharehold- 
ers was granted by the common law, and in logic was 
derived from the doctrine that the corporation is an 
entity quite apart from its members. This privilege was 
less jealously guarded in the United States than in Great 
Britain. The movement in this country for easy incorpo- 
ration under an enabling act seems to have been little 
retarded by fear of abuse of the limited liability privilege. 
The framers of the statutes have been at some pains to 
make it quite clear that holders of corporate shares are 
not denied this corporate advantage. The case of banking 
has been exceptional; the public interest has appeared to 
be involved here to such a degree as to warrant the statu- 
tory imposition upon stockholders of “double liability.” 
The law of California also is unusual in that, with some 
exceptions, it subjects stockholders of business corpora- 
tions to a form of proportional liability extending be- 
yond the amount of their investments. 

The privilege of limited liability is an important part 
of the explanation of the present popularity and predomi- 
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nating position of the corporation among the available 
forms of collective private trading. Men have been and 
still are most persistent and ingenious in devising ways of 
obtaining this privilege. Members of general or unlimited 
partnerships have sought by agreement to restrict each 
other in management to the end of securing protection 
against unwisely contracted business obligations. Such 
partners, and also shareholders in unincorporated joint- 
stock associations, have attempted the limitation of their 
personal liability by terms of agreement inserted in spe- 
cific contracts with creditors. For hundreds of years the 
limited partnership (société en commandite) was in gen- 
eral use on the continent of Europe and it has been to 
some slight extent made use of in the United States. In 
some of our states the limitation of the liability of pro- 
prietary investors has been sought in the limited partner- 
ship association. In the employment of the Massachusetts 
trust as a substitute for the corporation special care is 
taken to safeguard the shareholders (cestuis) with respect 
to limitation of their personal liability for the obligations 
of the enterprise. 

Of all the devices employed to secure limited liability 
the corporation has been the most successful. Without the 
ready availability of the limited liability corporation it 
would be difficult to conceive of the growth of business 
enterprise which has occurred in the last one hundred 
years. 

The combination of easy incorporation with the limited 
liability privilege and lack of close public supervision of 
corporate conduct lends itself to abuse; notably that 
of failure to conserve corporate assets for the benefit of 
creditors. The suggestion has been made, having refer- 
ence particularly to such abuse by small “piker’ enter- 
prises, formed apparently to take advantage (in the 
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worst sense) of the corporate privilege of limited liability, 
that this privilege be withheld from all corporations 
falling below some designated minimum size; but that the 
privilege be retained or only slightly modified for the 
purposes of “big business.” For such a proposal there 
may be some support in the fact that in a small corpora- 
tion the natural persons incorporated into the artificial 
person can be discovered and made in fact responsible 
for the acts of the corporate body; while on the other 
hand scattered minority or even majority stockholders in 
large enterprises do not, perhaps can not, exercise their 
supposed powers of control over management. The bur- 
den of proof, nevertheless, would seem to rest upon those 
who would advocate the statutory reversal of the common 
law principle for the benefit of shareholders in some, not 
all, corporations. Before the adoption of such a program 
it would be well to examine into present conditions with 
respect to the relations between shareholders and manage- 
ment. Measures aimed to make corporate management 
sound and responsible would seem to offer promise of more 
satisfactory results than those designed to make share- 
holders personally responsible to creditors for losses in- 
curred by management. 

A business corporation, being an artificial rather than 
a natural person, has only such powers in the legal sense 
as are conferred upon it by its charter from the state. A 
line of distinction therefore is drawn between those corpo- 
rate acts which are within the corporation’s legal capacity 
(intra vires) and those corporate acts which are beyond 
its powers (wltra vires) and therefore invalid. Incorpora- 
tors of profit seeking enterprises seek to have granted to 
themselves by charter all powers considered to be neces- 
sary or desirable for the corporate purposes. On the other 
hand the State, in exercising the function of granting 
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charters of incorporation, in legal theory so acts because 
the public welfare is supposed to be served by the grants 
made. Charters are not to be granted simply because pri- 
vate individuals wish them, but because it is alleged or 
supposed that there will result public advantage at least 
equal to the private gain of the individuals favored. 

The charter of a general business corporation formed 
by procedure under an enabling act consists of the fed- 
eral Constitution, the Constitution of the chartering 
state, the appropriate enabling statute, and the “certifi- 
cate” publicly filed. Customarily the statute enumerates 
the powers which “every corporation created under the 
provisions of this chapter shall have.” For the most part 
these are the corporate powers granted by the common 
law. In addition the statute usually sets forth other pow- 
ers which are or may be acquired by incorporators. The 
“liberalization” of the list of “additional powers” in re- 
cent years is a most significant fact. 

Considerations of public welfare would seem to require 
that the grant and extension of corporate powers and 
their allocation among the several parties in interest— 
shareholders, their managing directors, and even creditors 
—should be in accord with a carefully thought out public 
policy; not necessarily a rigid and unchanging one, but 
one which really does reflect an intelligent intent to utilize 
the corporate device to the greatest possible public advan- 
tage. There should be no thoughtless yielding to the de- 
mands of purely selfish private interests; nor the least 
suggestion of the improper use of political influence. 

Unfortunately these requirements do not appear to 
have been met in the United States. As the resistance 
to the movement for easy incorporation weakened, there 
appeared the evil consequences of a system of incorpora- 
tion under the authority of many states, as contrasted 
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with incorporation under the authority of one central 
government. There seems to have been no clear vision on 
the part of our legislators that constructive policies of 
authorization and control were needed; or an understand- 
ing and appreciation of the truth that corporate privi- 
leges are not to be bought and sold even for the benefit 
of the public treasuries. The states, or some of them, have 
without dignity competed with each other to get the rev- 
enue from the selling of corporate charters which author- 
ize the holders to carry on business across state lines and 
(under the principle of interstate comity) within the boun- 
daries of “foreign” states. Valuable privileges have been 
readily granted without regard to the public welfare. 
Promoters shop around among the states for charters. 
States reciprocate and shop around for new incorpora- 
tions. In reaching terms, as expressed in the provisions 
of their general incorporation acts, a practical balance 
must be sought between public revenues likely to be re- 
ceived and the liberality of the privileges offered, some 
consideration being also given to the effect of these statu- 
tory provisions upon would-be local incorporators of both 
large and small enterprises. The futility of the interstate 
competition soon becomes obvious. All but a few drop out. 
Soon there is one left to stand in bold relief as the one 
chartering authority from which almost any desired privi- 
lege may be obtained. The height of absurdity is reached 
when under the law of this state a corporation is formed 
which gives itself the most liberal of powers to be exer- 
cised anywhere except in the state of its birth and 
domicile. 

That the State of Delaware has been most successful 
in getting the charter business is well known. Of the 573 
Stock Exchange corporations referred to earlier in this 
chapter, 148, or 25 per cent, had Delaware charters; 
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121, or 22 per cent, had New York charters; 87, or 15 
per cent, had New Jersey charters. Of the 5/3 corpora- 
tions, 375 were formed since 1909; and of these $75 there 
were 144, or 38 per cent, which had Delaware charters. 
Of the 573 corporations, there were 133 which were char- 
tered since 1922. Over one-half of these, 72 corporations 
or 54 per cent of the group, had Delaware charters. Of 
the 200 largest American corporations, 35, or 17 per 
cent, had Delaware charters; 35 had New York charters; 
35 had New Jersey charters. Of the 99 corporations in 
this list which were formed since 1909, there were 35 char- 
tered in Delaware. Forty of the 200 companies were 
chartered since 1922, and 22 of these, or 55 per cent, 
were Delaware corporations. 

There has been, it would seem, an altogether unfor- 
tunate association of the private advantages of incorpo- 
ration with the purely fiscal phases of public policy. 
Incorporation is undoubtedly a privilege; and while there 
is abundant evidence to be found that the privilege has 
usually been paid for, it is intolerable that one state (or 
more than one) should allow charters to be “bought and 
paid for” at the expense of the general welfare. 

It is not attempted here to catalogue abuses which have 
arisen from increasingly lax laws of incorporation, but 
rather to emphasize one phase of this process of evolution 
—the increased authority and power of corporate man- 
agements as distinguished from those of the general body 
of shareholders. Perhaps it was inevitable that, as corpo- 
rations became larger and stockholders more numerous 
and more widely scattered, it would be impossible for 
these stockholders to participate actively in the control 
of corporate policies. It was not inevitable that statutory 
authorization should be given to boards of directors to 
enlarge the field of their control, or to a few “inside” 
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stockholders to strengthen their own investment or specu- 
lative position at the expense of the many. 

The scheme of corporation management presupposed 
by the law is a system of representative government. The 
law assumes not only that directors shall have the legal 
power to direct, but that they will actually exercise the 
power. There is a chance, however, for an argument as to 
the proper boundaries of the area of their activity. In 
the more conservative view, it is the function of directors 
to devise and administer policies of operation in the mar- 
kets for goods and services, for participation in which 
public authorization has been given by the instrument 
of the corporate charter. In this view it is assumed that 
the permanent financial plan or structure of stocks, 
bonds, and other investment securities, involving the dis- 
tribution of current income and of capital in the event 
of liquidation, is already laid out by tri-partite agreement 
between the members of the incorporated group, the 
corporation itself, and the State; and that changes in the 
fundamental financial structure will be made only by 
process of such formalities as will assure the unhurried 
and well considered judgment of the general body of 
stockholders. It assumes that these stockholders will be 
adequately protected against unwise, unnecessary, and 
unfair dilution or diminution of their investment equities 
in favor of new or other groups of investors. In this view, 
management concentrates the exercise of its power upon 
the production and profitable sale of goods and services, 
rather than upon flotation and manipulation of securi- 
ties. Its activities do, to be sure, border close upon the 
field which concerns investors’ participations in the con- 
trol which directors have over dividend declarations; but 
this control does not extend to the changing of the rela- 
tive investment positions of different investing groups. 
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This theory is, or approximates, that which has been 
called the “strict property rights theory.” 

At the opposite extreme stands that which has been 
dubbed the “Delaware theory,” that management should 
be given free play even to the extreme of allowing it, 
through its control of security issues and of managerial 
bonus policies, to appropriate for itself a generous share 
of the corporate income. This theory is one of concentra- 
tion of control. That the term “Delaware theory” is not 
a misnomer may be seen from a glance at some, not all, 
of the powers allowed to management under the Delaware 
law. 

In that state it is quite unnecessary to describe in the 
certificate of incorporation, publicly filed, what “powers, 
preferences and rights, and . . . qualifications, limitations 
and restrictions thereof” are attached to shares of stock 
of different classes. In lieu of such publicity, it is needful 
only to insert in the certificate “an express grant of such 
authority as it may be desired to grant to the Board of 
Directors to fix by resolution or resolutions any [powers, 
preferences and rights] that may be desired.” It is pos- 
sible for the directors of a Delaware corporation, by 
resolution merely and without amendment of the certifi- 
cate of incorporation, to authorize the issue of rights or 
options, evidenced by stock purchase warrants, entitling 
the holders to buy shares of stock in the corporation. No 
one can foretell to what extent such stock purchase war- 
rants will eventually be utilized, or whether the options, 
when and if exercised, will bring money to the corporate 
treasury in the amounts then needed. Nor is there any 
assurance that the price terms fixed so far in advance will 
not cause the equity of the old group of stockholders to 
suffer dilution. This device of stock purchase warrants is 
a form of possible annulment of the common law principle 
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that old stockholders have a preémptive right to take up 
new issues of stock in proportion to their holdings. For 
that matter, the Delaware law permits denial of this 
right. “The Certificate of Incorporation may also con- 
tain such provisions as may be desired limiting or deny- 
ing to the stockholders [this] preémptive right...” 

It is difficult to think that the business corporation will 
not, as an institution, survive; that it will give way either 
to a revival of sole entrepreneurship and the extensive 
use of unincorporated forms of association on the one 
hand or to socialism on the other. Yet it is intolerable and 
wholly inconsistent with democratic ideals that it should 
survive without a balancing of the two factors of man- 
agerial power and managerial responsibility. Perhaps the 
future may bring acceptance, as a practical working 
ideal, of the theory that whatever powers are granted by 
statute law to management are powers which are to be 
held in trust for the benefit of the security owners, both 
stockholders and bondholders. The promise which this 
theory offers of hastening a solution of some of our pres- 
ent problems justifies a partial quotation from Professor 
Berle’s statement of it. 


“The basis of such a doctrine must necessarily lie 
in the relationship between corporate managements and 
security holders. If it is true, and the economic fact 
seems to be, that the security holders have in effect con- 
tributed property whose use lies in the discretion of 
management, a relation analagous to that of trustee 
and cestui would seem to have appeared. Wherever this 
situation exists in fact, the common law has almost in- 
variably surrounded the managing interest with a set 
of duties and obligations, raised, not in contract but in 
rules of law; and directed towards safeguarding the 
general social interest in security of property.... 
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“From this doctrine would flow a series of rules of 
application; for instance, the rule that the management, 
having the power to fix the issue price of new stock, 
must nevertheless require equitable contribution from 
all participants; that powers to alter the financial 
structure may be exercised only to the extent that they 
can be shown to be in the interest of all the parties 
affected; that no power can be exercised primarily for 
the purpose of giving power or profits to the managers ; 
etc.” 


Among the corporate powers now commonly granted 
under our state statutes is the legal capacity of one corpo- 
ration to hold the stock of another corporation and to vote 
this stock at stockholders’ meetings. Under the common 
law, this power was not generally recognized. There were 
exceptions. Corporations usually could take ownership or 
possession of corporate shares in satisfaction of debts or 
as security for debts.:In some jurisdictions temporary 
ownership was permitted as a step in effecting amalga- 
mations and mergers. In some states there were judicial 
rulings which appeared to permit corporate stock owner- 
ship in ancillary enterprises. Some corporations, char- 
tered by special act, possessed the holding company 
power. 

In 1888, and by supplementary legislation in 1889, 
New Jersey amended its business corporation act to grant 
the holding company power. Other states were not slow to 
follow her example, and there are now few jurisdictions 
in which this important privilege is either denied or se- 
riously curtailed. Today in the industrial field the holding 
company device is so extensively used that of the 97 in- 
dustrials investigated by Mr. Means, 21 were pure 
holding companies, and 2 companies combined both 
stockholding and operating functions. Among the inter- 
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state railroads over 19 per cent of the mileage is under 
the ultimate control of holding companies. In banking 
the holding company has recently assumed a position of 
much and increasing importance. 

In the field of local utilities the use of the holding com- 
pany has so developed that ten “‘systems?’ do about 75 per 
cent of our electric light and power business. Sixteen such 
systems control about 45 per cent of our gas output. The 
American Telephone and Telegraph Company, a holding 
company, dominates the telephone industry. Professor 
Bonbright and Mr. Means, from whose recent book 
The Holding Company: Its Public Significance and Its 
Regulation these data have been taken, say: 


‘Tt is in the field of local public utilities that the hold- 
ing company has reached its highest stage of develop- 
ment, and it is in this field also that this corporate 
device has been subject to the most severe criticisms 
from spokesmen for the public interest.” 


The use of this device has as its effect, if not always its 
purpose, the concentration of control, or expansion of 
the area of control, or both of these. The tendency to 
increase managerial powers assumes greater importance 
when used in holding company operations. 

Moreover, the use of a holding company means the 
interjection of a wedge or partition between investors and 
the assets of the operating companies. Each such holding 
company means an additional degree of separation of the 
source of investment funds and the source of investment 
incomes. “Other people’s money,” attracted into business 
use by the public issue or sale of securities, has figura- 
tively to travel a longer distance and sometimes through 
devious paths of intercorporate relations, to reach the 
scene of actual production. On the way back, the net 
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income available for dividends on successive layers of 
stock issues is subject to the discretion of successive 
boards of directors. After deductions for fixed charges 
on prior lien securities, the earnings must filter through 
corporate entity after corporate entity to reach the nat- 
ural persons who constitute the general investing public. 

It does not necessarily imply improper or dishonest 
personal conduct on the part of any one to say that some 
of the money of “other people” would never have been 
sunk in many parts of the utility field, if mvestors had 
been enabled to make direct appraisals of prospective 
earning power, or if they had understood the relative 
investment positions of the different pieces in the jig-saw 
puzzle of public utility securities. Certainly it does not 
appear that the system of over-lapping and interlocking 
holding, holding-operating, and operating utility com- 
panies was chosen or developed for its efficiency in apply- 
ing investment funds to the production of income for 
“outside” investors. Rather, certain “economies” effected 
by the interlocking of separate corporate entities has 
taken the form of “services” centrally controlled and 
provided by holding and affiliated companies, at charges 
perhaps legally but not practically subject to effective 
public regulation; charges fixed on such terms and in 
such markets as highly complex interlocking directorates 
have made possible. The expense accounts of operating 
units are loaded with charges for managerial, engineer- 
ing, and accounting services. As these words are being 
written, the public press contains extracts from a report 
of the New York Public Service Commission vigorously 
denouncing the practices of one of the most widely known 
utility systems: 


“‘,.. The officers and directors of the operating utili- 
ties [of this system] were without power to bargain 
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and secure the best possible terms for the operating 
utilities, which the law presumes is possessed by cor- 
porate officers.” 


Apparently under such an arrangement as this neither 
the investor in the securities of operating utility com- 
panies nor the consumer of public utility services is safe- 
guarded. 

It is a fundamental principle of the public utility 
policy to which we are at present committed that utility 
services shall be rendered in quality and at prices as satis- 
factory as may be, while at the same time there is allowed 
to the investor a fair return on the fair value of the prop- 
erty used and useful in the rendering of the services. 
To the end that this policy may be effective, regulatory 
statutes have been passed and regulatory commissions 
have been established. The power of these commissions 
and the validity of the policy rest upon the fact that the 
utility industries are in a peculiar economic and legal 
sense “affected with a public interest.” The crux of the 
matter, in the present connection, is this, that so much 
work of actual utility operation has been taken from cor- 
porate entities recognized as conducting enterprises 
“affected with a public interest,” and handed over to 
holding and affiliated companies not so recognized, that 
the regulatory commissions are unable to perform the 
functions for which they were created. To quote again 
from the report just referred to: 


“The operating utilities become even less than 
agencies or instrumentalities of holding companies in 
the system [under consideration]. They exist only in 
name and live only in the bookkeeping records of the 
system.” 


Thus is the fiction of the corporate entity, as used in a 
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system of holding and affiliated companies, employed to 
set the public policy at naught. 

It is a phase of our public policy in the regulation of 
interstate carriers by rail that there shall be effected a 
consolidation of these carriers into systems to be created 
along general lines indicated in the Transportation Act 
of 1920 and in accordance with specific plans formulated 
by the Interstate Commerce Commission. Today the Com- 
mission, not having the power to compel consolidation, 
finds that the carriers, or some of them, are utilizing the 
holding company powers granted them in their charters 
to effect combinations along lines not in accord with the 
Commission’s plans. Apparently the movement cannot be 
checked without further legislation, for the holding com- 
panies themselves are not as yet held to be engaged 
in a business “affected with a public interest,” and 
are therefore not subject to the jurisdiction of the Com- 
mission. 

Likewise the use of the holding company in the indus- 
trial field may defeat the obvious intent of the Sherman 
Anti-trust Act. If in the final view of the law many nat- 
ural persons assembled into one corporation are one 
person, and if this corporation and others united into a 
holding company are one person; then, in a strict inter- 
pretation of words, it may be held that there is no con- 
spiracy or combination, and that mere size is no offense. 

Our public policy has frowned upon the centralization 
of banking control by the device of branch banking; yet 
there has appeared in the form of “group banking” a 
substitute device which is in some respects more objec- 
tionable than branch banking. 

These public policies in respect to our railroads, our 
local utilities, the problems of industrial monopoly, and 
banking, may or may not be wise. That question is not 
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here under consideration. Rather the question is whether 
it should be tolerated that corporate powers generously 
granted under the laws of our states should be allowed 
to obstruct and thwart general public policy. 

It would be rash to assert that the present distressing 
business conditions are chargeable to use or misuse of the 
corporate form of organization, for there have been and 
are too many complicating factors in the situation. It 
would be equally rash to deny that this use has been a 
contributing factor. In the exploitive era of our national 
development, in the war profits era, and in the post-war 
pre-1929 period of sham prosperity, it was easy to ac- 
quire an unwarranted faith in the apparently unlimited 
potentialities of American enterprise as organized in the 
corporate and supercorporate forms. We face the future 
with the hope and expectation that there are still legiti- 
mate profits to be made, but with a realization that they 
will probably be modest in amount and that their acquisi- 
tion is likely to be the result of only the most efficient 
management. It rests with corporate management to dem- 
onstrate that it is equal to the task of making profits by 
the production and sale of goods and services, perhaps 
even in a market of declining prices, as well as by the flo- 
tation of securities. 

While on the one hand the business world may have 
to revise its methods in the light of changed conditions, 
it is neither impossible nor undesirable that the public 
attitude toward the corporation should experience a 
change, in that there will be realized more fully the neces- 
sity for constructive measures of its public control in the 
public interest. Since this is so, it may not be mappro- 
priate to suggest some of the possibilities by way of a 
program. 

Satisfactory laws of incorporation, of whatever char- 
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tering jurisdictions are distinguished, should impose 
corporate and personal responsibility to match corporate 
and personal powers. Improper conduct cannot safely be 
left for its detection and punishment to the accidents of 
private litigation. It should not be assumed that a cor- 
poration is in good standing merely because it pays all 
required fees and taxes. The chartering of a corporation 
should not be a purely clerical task performed in a per- 
functory manner, nor should separate “Blue Sky” legis- 
lation have to be employed to handle the most flagrant 
violations of the elementary principles of corporation law 
and corporation finance. 

The chartering authority should insist upon adequate 
official publicity—reports to the responsible officials coy- 
ering really significant facts as to corporate condition. 
The chartering authority should require by statute, and 
provide means for enforcement of the requirement, that 
corporate management give reliable, useful and complete 
reports to the shareholders. Revision of policy along these 
lines will require that much more attention be given than 
hitherto has been given to theoretical and technical prob- 
lems of accounting. 

Public policy may well differentiate by its statutory 
and administrative provisions between corporations of 
different types. This would be to expand the principle of 
differentiation at present employed, under which we dis- 
tinguish between those which are and those which are not 
profit seeking, and between those employed in general 
business and those in fields ‘‘affected with a public inter- 
est.” We might well distinguish in the field of general 
business between those incorporated units which make 
public offering of their securities and those which do not; 
between those in which membership is acquired merely by 
the acquisition of shares and those in which membership 
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depends in part on personal election on the partnership 
principle of delectus personae. There is precedent for 
such differentiation in the “public” and “private” com- 
panies of British law; in the société anonyme and the 
société a responsabilité limitée of French law; and in 
the German Aktiengesellschaft and Gesellschaft mit be- 
schrinkter Haftung. 

With such distinctions made, the legitimate advan- 
tages of the coporate form could be made available to 
small enterprisers without the imposition upon them of 
regulatory burdens found necessary for large regional 
and national businesses. It would be possible under such 
a plan to control abuses found to be peculiarly charac- 
teristic of little corporations. 

A constructive policy toward incorporated business as 
such might well differentiate between those units whose 
activities transcend the limits of state jurisdiction and 
those which are local. As problems of control appear on 
an interstate scale in transportation, in the transmission 
of power, in banking and in industry, we are now some- 
what restricted in our attempts at their solution, because 
in the majority of cases the authority which attempts 
to regulate market place conduct and that which has 
granted corporate privileges are not the same. We may 
place railroad holding companies under the control of 
the Interstate Commerce Commission. We may through 
the machinery of the Federal reserve system place a 
check upon the use of the holding company to effect 
group banking. We may give the Federal Trade Commis- 
sion power to curb the activities of industrial holding 
companies. But if these holding companies were required 
to have federal charters there might also be applied a 
principle similar to that known in taxation as “stoppage 
at the source.” A corporate power, as the holding com- 
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pany power, when shown by the experience of the regu- 
latory body to be used to the public detriment, might be 
directly withdrawn. 

Differentiation along these lines would mean for some 
companies federal incorporation; but federal incorpora- 
tion is no panacea. A federal incorporation law no better 
than the present Delaware law would be most unfortu- 
nate, even definitely harmful. As conditions are now, 
corporations are not obliged to secure Delaware charters. 
They would probably cease to do so, if the public, aroused 
by the present situation, should decline to buy the securi- 
ties of Delaware corporations. There are states which 
have standards of a high order, and it is not hopeless to 
suppose that the number will be increased. The movement 
for the adoption of the Uniform Business Corporation 
Act is an indication of progress. But no statute, federal 
or state, “uniform” or otherwise, will be satisfactory, if 
it is conceived in a lack of appreciation of the significance 
of the corporation as a social institution, or allowed to 
fall administratively into desuetude by an unsocially 
minded bureaucracy. 

No matter what charter granting branches of govern- 
ment be employed for incorporation, public policy cannot 
ignore the holding company power. Perhaps it will be 
sufficient to curtail specific uses of the power. It may be 
necessary to go further and strip of their voting privi- 
leges all shares of stock owned by business corporations. 
Such a program would interfere in no serious way with 
the corporate ownership of corporate shares for purely 
investment purposes. As a last resort the statutory grant 
of the holding company privilege could be repealed. That 
this would be drastic is admitted; but abuse of a social 
institution to the point where only drastic methods can 
be employed ought not to occur. 
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In the last analysis it rests with the electorate to decide 
what corporate practices should be curbed, and what 
methods should be used not only to stop present abuses 
but to make the business corporation an instrument of 
maximum usefulness to the entire community. 
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CHAPTER VI 


BANKING AND THE STOCK MARKET 


BY JAMES GERALD SMITH 


ETWEEN 1924 and 1929, the commercial banks of 

the United States became involved in the activities 
of the New York Stock Exchange to such an extent as to 
be a national scandal. So volcanic were the consequences 
that the banking problem again has become a national issue. 
Nearly twenty years ago, when the Federal reserve act be- 
came law, it was thought that one of its good effects would be 
to turn the investments of our commercial banks away from 
the speculative securities market into commercial loans. 
Yet up to the present time no such tendency can be dis- 
cerned. The continued close relationship between the 
commercial banks and the securities market has been evi- 
denced in a striking manner by the rise in loans to brokers 
from about 781 million dollars in January 1919, to 6144 
billions in October 1929. After the speculative bubble 
burst, this great total declined rapidly to 2 billions in 
December 1930, and amounted to only 335 million dollars 
in July 1932. In October 1929, 13 per cent of the nation’s 
bank credit was in the form of loans to brokers, a large 
proportion of which was used for speculation in securities. 
The proportion of the nation’s bank credit in security 
loans, including brokers’ loans and also loans made by 


banks to customers on securities, increased from about 25 
153 
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per cent in 1924 to 35 per cent in 1929. This percentage 
did not decline materially until several months after the 
stock market crash of September and October of 1929. 

This extensive use of commercial bank credit in the 
speculative securities market is a distinct hazard to the 
credit structure of the commercial banking system. On 
the rising tide of the stock market boom, the great increase 
in loans to brokers, stimulating speculation, led peo- 
ple all over the country to borrow from their banks in 
order to buy securities. Thus there was an increase in 
loans to brokers and also a great increase in commercial 
bank loans to customers on securities as collateral. When 
the sudden decline in loans to brokers occurred, accom- 
panied by the rapid liquidation in stock market prices, 
the loans of commercial banks to their customers on 
securities not only did not decline, but increased due to 
the distress borrowing forced upon investors as brokers 
made demands upon them for greater margins. Further- 
more, when the drastic liquidation took place as it did in 
the autumn of 1929, the New York City banks felt com- 
pelled to step in and buy securities to protect the under- 
lying collateral of brokers’ loans. In this way the deflation 
of brokers’ loans reacted on the general business situation 
by placing for the time being enormous emergency de- 
mands upon all the possible investment power of the larger 
banks. 

One of the time-honored traditions concerning the essen- 
tial characteristics of sound commercial banking is the 
canon that a bank’s assets must be liquid. The liabilities 
of the commercial bank are very largely subject to pay- 
ment on demand or on very short notice. Alexander Ham- 
ilton was one of the first in this country to expound and 
explain the essential requirements of liquidity of assets 
of commercial banks. The function of commercial banking 
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primarily is to extend credit to take care of the financing 
of goods from producer to consumer, and the liquidity of 
loans for this purpose requires that the borrower shall 
have short-term bills receivable from some source equal 
to or in excess of the amount of his borrowings from the 
bank. The payment by the final consumer is then used by 
the business man to liquidate the credit extended by the 
bank. It is thus that such bank credit is “self-liquidating.” 

When loans on securities are made by commercial 
banks, but where the purpose of such loans is to finance 
a commercial transaction from which will come the pro- 
ceeds for paying off the loan, such security loans are also 
self-liquidating. Where loans are made to dealers in 
securities, in order to finance the marketing of such 
securities to final investors, these security loans are also 
self-liquidating. However, liquidity is not a general char- 
acteristic of all security loans. This is particularly true 
of brokers’ loans which are used to finance speculation, 
and by far the greater proportion of brokers’ loans are 
used for speculation. The individual loan of a bank in 
the brokers’ loan market appears to be “liquid” because 
the New York City banks have always assumed respon- 
sibility for the market. As a matter of fact, not only are 
loans to brokers not liquid but due to this illusion of 
liquidity they constitute a peril to the reserve position 
of the banks, and to the liquidity of the aggregate invest- 
ment portfolio of the commercial banking system. In this 
connection it is paradoxical that in recent years the New 
York City banks have been assisted in their assumption 
of responsibility for the brokers’ loan market by the Fed- 
eral reserve system. As the burden of carrying the specu- 
lative securities market was shifted by interior banks to 
the New York City banks, the New York City banks in 
turn shifted this burden to the Federal Reserve Bank of 
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New York, by borrowing on eligible paper or on govern- 
ment securities, or they have been assisted by Federal 
reserve open-market operations. In other words, the Fed- 
eral reserve system which it was expected would reduce 
the concentration of funds in brokers’ loans has in reality 
made these loans more easily shifted, and hence has en- 
hanced their attractiveness. 

Another time-honored tradition of American banking 
is the tenet of banking ethics. According to the ethics of 
banking, the banker must regard himself as a trustee of 
the interests of his community. He holds a strategic posi- 
tion and is in fact entrusted with other people’s money, 
though legally the relationship is not a trusteeship. 
Because the banker is trusted in this way, all his dealings 
with customers must be totally disassociated from his per- 
sonal profit. The whole structure of bank credit rests wpon 
public confidence. For a banker to approach a client of 
the bank as a seller of securities in which either as a 
banker or as an individual he has an interest, is to place 
himself and his bank in a position almost certain to result 
in a misunderstanding dangerous to public confidence in 
the bank. The customer reposes faith in the banker, while 
the latter is engaging in a transaction with the cus- 
tomer in which the rules of the game are essentially caveat 
emptor. Another part of the ethics of banking is that 
competition between banks must be disciplined to prevent 
the lowering of standards of sound banking. This discipline 
is brought about in the main by government super- 
vision of banks, although in large measure it is self- 
imposed through such organizations as the clearing house 
associations, and by the ideals of the profession. 

In the vanished gold-spangled decade of the 1920’s 
these banking traditions were violated, not by many 
bankers, but by a number large enough to cause a 
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catastrophe. The new era philosophy worked havoc in the 
securities markets, in the real estate markets, as well as 
with political and social ideals. This new era attitude has 
a counterpart in banking quite as revolutionary and de- 
structive as in other fields, and misled many good men. 
The new era proponent maintained that brokers’ loans 
were just as liquid as commercial loans and even more so 
because brokers’ loans are largely demand or short-term 
loans. It was said that no one ever lost a penny in brokers’ 
loans, and furthermore, that the banks were performing 
a public service by making these brokers’ loans since they 
were thus making it possible for expanding American 
industries to obtain capital. 

The bankers looked about and saw the enormous sums 
which were being taken from the people by blue sky 
operators. The new era banker felt he must rescue the 
people by encouraging them to come to the bank for 
investment advice. The small investor was told that he 
should share the opportunity to grow rich with America, 
by putting his money in investment trusts. In order to 
facilitate this new service many large banks organized 
investment trusts of their own and also security affiliates 
engaged in the business of security trading and distribu- 
tion of new security issues. 

Another part of the new era philosophy in banking 
was that a bank must be big to be successful and sound. 
Banks were to become “department stores of finance” 
offering all types of financial service under one roof. 
Bigness became a fetish. It was believed that “diversifica- 
tion of risks” which bigness makes possible would auto- 
matically create impregnability. Liquidity of assets was 
confusedly identified with diversification and size. Finally, 
when it was observed that the extraordinary support thus 
given to the securities market, by the growing practice of 
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putting bank funds in the brokers’ loan market, was re- 
flected in an ever declining relative use of commercial bank 
credit and the substitution of security issues, it was thought 
that a new era had arrived in methods of financing industry. 
The working capital for American enterprise was to be 
furnished by security issues rather than by commercial 
short-term bank credit, these security issues to be 
marketed by the free use of commercial bank credit. 

These new era practices violated in some degree all 
the traditions and canons of sound banking—traditions 
embodied in the code of ethics of the American Bankers’ 
Association, the rules and regulations of clearing house 
associations of banks, the constitution and by-laws of the 
New York Stock Exchange; as well as traditions of sound 
banking which are actually written into the state and 
national banking laws of the land. There were two out- 
standing results from this flaunting of sound banking 
principles. The first was the inflation of commercial bank 
credit upon the basis of securities as collateral. The sec- 
ond was that the path was cleared of all obstacles to the 
operations of certain unscrupulous “rugged individuals” 
to defraud and swindle the public. 

The new era of banking in this country which cul- 
minated in the developments of 1922-1929 was calamitous. 
The rising tide of bank failures reached the enormous 
total of 2,298 banks during the year 1931, breaking the 
record established in the previous year of 1,345 banks. 
During these two years alone the deposits involved in failed 
banks amounted to over 2% billion dollars. The large 
number of banks failing during the period 1922-1929 
was explained by the new era philosophers as an inevi- 
table tendency, as the manifestation of uncontrollable 
forces. It was due to the enlarging of economic areas on 
account of the automobile and new roads, it was due to 
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the evolution from small country banks to bigger banks. 
There is an element of truth in both of these propositions. 
It is true, no doubt, that the liquidity of the assets of the 
country banks was undermined by the gradual decline in 
business, due to the chain stores and automotive trans- 
portation, as the larger banks in nearby towns or cities 
were able to take the cream of their business from them. 
However, such an evolution in the banking system should 
not necessarily cause bank failures; but rather should 
be manifested by mergers or gradual dissolution of the 
smaller country banks. The primary and immediate 
cause of a bank failure is sudden realization of the lack 
of liquidity of the bank’s assets, not a declining business 
or falling off of profits. 

Far more important as a cause of rural bank failures 
during this period, is the patent fact that the liquidity 
of the assets of these banks was undermined by a national 
economic policy favoring manufacturing interests as 
against agricultural interests. The great war demands for 
foodstuffs had given an artificial stimulus to agricul- 
tural production and there was an inflation of farm values 
reflecting the high prices of agricultural products. The 
index of price level of farm products rose from 72 in 
1915 to 158 in 1919, falling sharply to 88 in 1921. This 
sharp deflation of agricultural prices was reflected in the 
banking situation during 1920-1922. According to Dun’s 
Review there were only 50 bank failures in the United 
States during 1919, while in 1920 there were 119 bank 
failures; in 1921 there were 404; and in 1922 there were 
277 bank failures. Agriculture was stimulated out of this 
depressed condition into which it had fallen in 1921, and 
1922, to an artificial prosperity during the years fol- 
lowing until 1929. The price level of agricultural prod- 
ucts rose from 88 in 1921 to 105 in 1929 in spite of the 
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fact that these were years of great technological progress 
in agriculture as well as in manufacturing and trans- 
portation; and large “surpluses” were being produced. 
The natural outlet for America’s agricultural surplus 
was to a large degree abroad, but this was blocked in large 
measure by high tariff policies. Then, instead of permit- 
ting the surplus to die from the disease known as the 
“law of supply and demand,” agriculture was bolstered 
up and encouraged by agricultural credit schemes, by 
stimulating foreign loans so other countries could buy 
our products without sending anything in return. These 
“lifting by the bootstraps” methods resulted in a false 
paradise of favorable farm prices for a time, in inflated 
farm values, and inflated real estate values in small coun- 
try towns. When the whole scheme proved abortive, and 
the inflated agricultural credit structure collapsed, blame 
can hardly be laid at the country banker’s door. He 
was the victim of false prophets, and a foolish national 
policy. 

One of the unfortunate disservices of new era philosophy 
and modern financing was to turn the attention of the 
country banker from investment in commercial paper to 
securities. Traditionally, the country banks had main- 
tained substantial secondary reserves of open-market 
commercial paper, that is, gram and jobbing paper as 
well as the commercial paper of large manufacturing con- 
cerns for which there is a national market. During the 
new era, the country banker was largely diverted from 
this business to the investment of his surplus funds in 
bonds and securities of longer maturities on the persua- 
sive argument that he should diversify his portfolio. 
Diversification was to replace liquidity. The volume of 
open-market commercial paper in this country declined 
from close to a billion dollars in 1924 to about one-quarter 
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billion dollars in 1929, as business was being financed by 
the new methods. The number of firms obtaining working 
capital from the open-market in commercial paper de- 
clined from 3,676 in 1921 (a year of depression) to 1,653 
in 1929. 

The notion that the banker should turn to securities 
for diversification in preference to commercial paper is 
a delusion. When a bank invests in open-market com- 
mercial paper it is possible to obtain diversification ex- 
tending geographically over the entire United States, 
from New England to California, and to obtain diversifi- 
cation as to industry as well. Commercial paper is used by 
such industries as textiles, foodstuffs, metals, lumber, 
leather, chemicals, paper, building materials, tobacco and 
many other types of industries, and the firms represented 
are scattered over the entire country. During the years 
1922-1927, the bank losses on open-market commercial 
paper amounted to less than one half of one per cent. The 
corn-belt bankers might have survived in spite of their 
real estate loans had they maintained their traditional 
secondary reserve in open-market commercial paper. From 
1921, a depression year, to 1929, the commercial loans 
of the national banks in Iowa, Kansas, Minnesota, Mon- 
tana, Nebraska, North Dakota and South Dakota, de- 
clined over 30 per cent; while security loans increased 
more than 70 per cent and investments more than doubled. 
What the individual banks lost on their own loans on 
securities is an item relatively of little importance. To 
each individual bank the loans on securities certainly 
appeared “liquid,” but just as certainly, the liquidity of 
the whole banking system was being undermined by this 
great proportionate rise in loans by commercial banks for 
speculation in securities. The illusion of the liquidity of 
security loans already explained and the fascinating 


162 FACING THE FACTS 


theories of new methods of financing industry were at 
work. 

The commercial loans of all country member banks 
declined from 5,209 million dollars in June 1925 to 4,979 
million dollars in December 1928; while their security 
loans increased during the same period from 1,586 to 
2,282 million dollars. Here were the liquid commercial 
loans of country member banks declining over 225 
million dollars while security loans were increasing nearly 
700 million dollars in two and a half years. Loans on farm 
real estate by country member banks were relatively un- 
important, and declined during these two and a half 
years from 364 million to 290 million dollars. Loans on 
other real estate than farms increased about 350 million 
dollars from 811 to 1,154 million dollars during this 
period. The progressive decreases in the liquidity of 
country member bank loans was reflected in the decline 
in the amount of their paper eligible for rediscount with 
Federal reserve banks from 2,100 million dollars June 
1925 to 1,811 million dollars December 1928. Further- 
more, during this period the liquidity of the investments 
of country member banks was decreasing. The invest- 
ments of country member banks in United States govern- 
ment securities declined from 1,385 to 1,382 million 
dollars from June 1925 to December 1928; while their 
investments in public utilities, railroads and other securi- 
ties increased from 1,849 to 2,242 million dollars; and 
their investments in foreign securities increased from 261 
to 429 million dollars during these two and a half years. 

Another aspect of the fetish for bigness in banking, 
is the notion that branch banking will solve the bank fail- 
ure problem. Experience seems to indicate that bad 
management and failures occur in branch banking sys- 
tems as well as to small unit banks, according to the 
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minority report on “The Banking Act of 1932” by the 
Senate Committee on Banking and Currency. Those who 
offer branch banking as a panacea for this problem are 
misled by the idea that bigness is a safeguard from poor 
or dishonest management, and that “diversification” can 
be substituted for liquidity. There are sound reasons why 
there should be some extension of branch banking within 
states, but it is deceptive and misleading to argue that 
branch banking will solve the bank failure problem. 

During this period great empires of finance were built 
up through group banking. A holding company, incor- 
porated in Delaware, is used as a device to obtain control- 
ling interest in key banks over a vast expanse of the great 
Northwest, crossing state lines, and even Federal reserve 
district lines. So extended has the control of some of these 
groups become that they could, if they so desired, control 
the election of the boards of directors of Federal reserve 
banks. This development has been sighted as a demonstra- 
tion of the inevitability of the coming of the happy state 
of branch banking in this country. It is no such thing—it 
merely means that a loose policy regarding corporations 
has enabled certain groups of individuals to flaunt 
through legal subterfuge the will of the people as ex- 
pressed in our state and national laws. 

Similarly, a loose banking policy regarding the owner- 
ship by banks of stocks in other banks, has permitted the 
growth of systems of chain banks. A bank may through 
ownership of stock in another bank, which in turn owns 
stock in another bank, etc., create branch banking on a 
large scale. This situation, again, is often cited as indi- 
cating an inevitable tendency, as if nothing could be 
done about it. The new era is full of “inevitable ten- 
dencies.” But here again, it is an affront to the will of the 
people through legal subterfuge. One of the great con- 
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tributions of the new era is this extraordinary fatalism 
about the economic life of the nation. 

The new era methods of financing American enterprise 
deserve some further comment. While the proceeds of 
the new issues of securities were used in part for techno- 
logical expansion, another large portion was left over 
which was not directly or immediately required for use in 
business. Business corporations were in possession of more 
current funds than needed, and the surplus of funds went 
into the stock market either in the purchase of securities, 
or (as was principally the case in 1928 and 1929) in the 
form of loans to brokers for account of “others.” * Thus, 
these surplus corporate funds were used to help the boom- 
ing of security prices; and it became a vicious circle of 
speculation, as the public was drawn into the market. The 
funds of commercial banks were being supplied as loans 
on issues of securities, the proceeds of which in turn came 
back to finance further security purchases on speculative 
account. Such was the true nature of the loose banking 
policy which had turned from the making of loans on 
commercial paper to the making of speculative loans on 
securities and to the investment in securities of the bank’s 
secondary reserves. 


* Only part of the total loans to brokers is made directly by New 
York City banks, and this part largely originates from interior banks in 
the form of deposits by such banks in the New York City banks. An- 
other part of loans to brokers (“Loans to brokers for account of out-of- 
town banks”) consists of funds sent to New York City banks by interior 
banking correspondents directing the New York City bank to lend the 
funds in the brokers’ loan market for the interior bank. A third part 
of loans to brokers consists of the “brokers’ loans for account of 
others.” These latter funds were put into the brokers’ loan market 
(through New York City banks as agents) by individuals, business 
corporations, investment trusts, and other non-banking institutions. 
The “others” increased with extraordinary rapidity during 1928 and 
1929, in part due to the rise in call loan rates, but in the main due to 
conditions explained above. This method of making loans to brokers is 
no longer permitted to the banks which are members of the New York 
Clearing House Association, according to a rule adopted by that asso- 
ciation in 1930. 
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These credit policies made it possible for business enter- 
prise to finance mergers effected by issues of “watered 
stock,” to finance abortive price stabilization plans, and 
these artificially high prices were reflected in great tem- 
porary profits, in turn stimulating an overcapitalization 
of the securities of such corporations. In this period of 
extraordinary business growth from June 1925 to De- 
cember 1928, the commercial loans of city member banks 
increased only $70 million dollars, from 6,391 to 6,761 
million dollars; while their security loans increased from 
5,132 to 7,622 million dollars, or by nearly 24% billion 
dollars during these two and a half years. Real estate 
loans by city member banks increased during this period 
by less than 200 million dollars. The paper eligible for re- 
discount with Federal reserve banks held by city member 
banks declined during this period by nearly one half bil- 
lion dollars, falling from 2,825 million dollars June 1925 
to 2,349 million dollars December 1928. In their invest- 
ments, the city member banks were not materially increas- 
ing their own holdings of the type of securities which some 
of them were urging country bankers to buy. For ex- 
ample, the investments of city banks in foreign securities 
increased only from 240 million dollars June 1925 to 255 
million dollars December 1928. Similarly the city mem- 
ber banks increased their holdings of public utility, 
railroad and other securities by less than 200 million dol- 
lars, from 1,588 million dollars June 1925 to 1,776 
million dollars December 1928. The city member banks 
increased their holdings of United States government 
securities by more than one half billion ‘dollars, from 
2,397 million dollars June 1925 to 2,930 million dollars 
December 1928. 

The financing of highly artificial trading conditions 
and stabilization plans extended beyond the domestic 
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market into foreign trade. Expansion of exports was 
only possible by extending loans to foreign countries, 
since our high tariff prevented payment for exports by 
imports. The reckless expansion of foreign loans is a 
sad story of the incompetence of many American bankers. 
Moreover, the sale of these securities to the American 
public was accomplished by extraordinary and deliberate 
concealment of facts in some important cases, and graft 
and bribery played their part. These things were not done 
by horse dealers, or blue sky operators, but by persons 
in whom the American public had placed faith and con- 
fidence. In many cases these were the acts of commercial 
bankers, although usually clothed in the legal fiction of 
separate corporate entities. In order to operate in security 
markets in various capacities without the restrictive 
influence of the law a number of commercial banks estab- 
lished affiliates, with identity of ownership and manage- 
ment, but incorporated separately from the bank. 

This resulted in the combination under “one roof” of 
the business of investment banking with commercial bank- 
ing. The business of investment banking consists of three 
functions: the analysis of new projects for which securities 
are to be issued, the underwriting of the issues of such 
securities, and the marketing or distribution of the securi- 
ties to the investing public. 

In many respects, the experience and training of the 
commercial banker peculiarly fits him for the performance 
of these functions. He has to deal with a great variety of 
business problems in determining the loan policy of the 
bank and he gains by long experience a substantial knowl- 
edge of business methods. Often times this covers not only 
financial matters, but technological, engineering and legal 
facts as well. In other respects, this type of business is 
peculiarly out of harmony with the psychological make-up 
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of a commercial banker. Fundamentally, the business of 
determining the possible success or failure of new projects 
or the extension of old enterprise into new fields requires 
the imagination and enthusiasm of the promoter type. 
In other words, it is a speculative psychology which better 
suits the activity of the investment banker. A very fruit- 
ful cause of bank failures, especially during the years 
1930 and 1931, was the tying up of bank funds in long- 
term investments. The association of security affiliates 
stimulated a growth in the investment portfolio of the 
banks themselves, due to their interest in the securities 
being floated by their affiliates. This is essentially the 
background of facts behind the failure of the so-called 
“Bank of United States,” in New York City, possibly 
the largest bank in the United States that has ever closed 
its doors. It was a system of branch banking combined 
with the development of various securities affiliates. In all 
there were 60 offices in various boroughs of New York, 
representing resources of a quarter of a billion dollars, 
and affecting 400,000 depositors. In the case of the “Bank 
of United States” the depositors’ money was used for 
insiders’ profits through the use of holding companies and 
affiliates. This bank failed primarily because it organized 
investment trust subsidiaries to gamble in real estate and on 
the stock market; because it advanced to them about 23 
million dollars without security and loaned without se- 
curity about 2 million dollars to its own directors ; because 
it tried to peg the value of its own stock and lost about 10 
million dollars in so doing; and because it loaned money to 
politicians on sham security. 

Before the great incorporated banks developed security 
affiliates, the business of investment banking was princi- 
pally in the hands of a few great private bankers. Under 
the strict disciplinary leadership of the elder Morgan an 
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enormously powerful hierarchy of finance developed. This 
was widely condemned for its autocratic and tyrannical 
methods of controlling the market of long-term invest- 
ment. Its practices were eminently sound financially, in a 
narrow view, but redounded to the great detriment of the 
public welfare through its power, at will, to create or 
destroy individual projects. This situation was extensively 
investigated by Congress in 1912 and 1913, and it was 
thought that the provision of the Clayton Act prohibiting 
interlocking directorates together with the Federal reserve 
system would effectively wipe out this great money trust. 
There is no evidence that these measures exerted the 
slightest influence, but very shortly thereafter the great 
senior member of the House of Morgan died, and with his 
death the money trust apparently became innocuous. In 
place of the financial tyranny built up by Morgan, there 
developed investment banking units in most cases con- 
nected with the great commercial banks of New York 
City. The business practices which ensued and developed 
after the World War were almost entirely unregulated 
since the affiliates have been under regular supervision and 
examination neither by the state banking departments 
nor by the Comptroller of the Currency of the United 
States. 

In these new conditions, some banks virtually urged 
their customers, the large industrial and utility corpora- 
tions, to issue fresh stocks and bonds, to float new security 
issues so that the security affiliates could market them and 
meet overhead. Apparently industrial mergers were often 
made for no better reason. Sometimes the banks relieved 
themselves of weak loans by issuing bonds for the com- 
pany, and selling the bonds to the public by the high 
pressure sales organizations of their affiliates. 

It should be clear that since a bank is closely con- 
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nected in the public mind with its affiliates, if the latter 
suffer large losses it is unthinkable that they should be 
allowed to fail. Instead, the bank must support them by 
additional loans or other aid, thus becoming more deeply 
involved itself. Furthermore, the bank, in order to relieve 
the affiliates of excess holdings, may purchase securities 
from them; and the bank is tempted to lend much more 
freely than is wise to customers on issues sponsored by the 
bank’s own security affiliates. Also it may prove more diffi- 
cult to insist upon the maintenance of adequate margins 
on these securities loans than on other such advances, in 
view of the fact that customers are encouraged to make 
loans by the bank’s own affiliates. _ 

The speculative nature of the business of marketing 
securities comes to be reflected in the market price of the 
stock of the bank, causing price fluctuations much greater 
than would otherwise be the case. This, in turn, results in 
the affiliate attempting to stabilize the market price of 
the bank’s stock. The case of the “Bank of United 
States” is one example of the disastrous results which 
may then follow. Knowing that they have access to the 
resources of the bank in case of need, security affiliates 
are tempted to assume commitments less cautiously than 
do private investment banking houses. The evils and dan- 
gers inherent in the existence of security affiliates were 
clearly discussed in the annual report of the Comptroller 
of the Currency of the United States in 1920, but nothing 
was done in response to his warning. The problem was 
brought so strikingly to the public attention by the fail- 
ure of the “Bank of United States” m New York City 
that legislation was passed in New York State providing 
for examination of bank affiliates by the Superintendent 
of Banks of that State. 

The great majority of the members of the banking 
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profession of America are men of high integrity, un- 
selfishly devoted to the performance of their “trust.” 
They are men of high social ideals, honest and useful 
citizens. These men condemn the practices which are now 
to be discussed, and they suffer along with the rest of the 
citizenry of this nation from the sharp practices of a few 
men holding positions of trust which they should never 
have been permitted to obtain. The more is it a shame 
that general banking practices and even national policies 
should be permitted to take a course making it easier for 
the operations of unscrupulous individuals. While such 
individuals are ever ready to engage in some form of eco- 
nomic plundering, the ready availability of funds made 
their activities the more easy during this period 1924- 
1929. For example, the president and directors of a large 
moving picture concern became aware early in 1930 that 
they were approaching lean years. At that time the public 
owned about 90 per cent of the company’s stock, the 
president of the company and directors owning about 10 
per cent. During the early part of 1930, favorable re- 
ports appeared in the newspapers concerning the earning 
prospects of the company. Meanwhile, the insiders of the 
company were selling their holdings of the stock on a 
rising market, realizing a total of nearly 17 million dol- 
lars. After this had been accomplished the true condition 
of the company became public knowledge, and the stock 
dropped at once from 64 to about 30. The insiders repur- 
chased their stock, paying 714 million dollars for the 
same amount of stock which they had sold in an arti- 
ficially created market a few months before for 17 million 
dollars. They invested their cash profits in the debentures 
of the company, thus taking a prior lien on the assets and 
earnings of the company. In August 1930 the company 
passed its dividends. 
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The testimony of one of the public victims before the 
Senate Committee on Banking and Currency in June 
1932 disclosed some startling facts. Not only did the 
New York Stock Exchange fail to enforce the rule that 
a broker cannot at the same time be an agent and a prin- 
cipal, but when the high courts of the State of New York 
found an important firm guilty of fraud in connection 
with a sale of stock to a customer, the Exchange failed to 
discipline the firm and said that the court was wrong. 
Further testimony before this committee during the 
Spring of 1932 has disclosed that brokers speculate in 
stocks making use of supposedly confidential information 
on the books of the stock specialist which contains in the 
main the accounts of the small investor or small specula- 
tor. By the use of this confidential information they can 
tell just what the “technical” position of the market is; 
i. e., how many stocks are on margin accounts for the rise 
and how many for the decline in the market. With this 
information they know just how much the price of the 
security will have to be “rigged” in order to force sales 
or short-covering as the case may be. In addition, pub- 
licity men are engaged to spread rumors and to bribe 
financial writers of even the great metropolitan news- 
papers to write news items calculated to affect the market 
for stocks which are being depressed or raised by the pool 
operations of speculators. It is often contended that stock 
pools are merely for the purpose of buying stock and then 
waiting for it to rise and sell out. As a matter of fact, 
they frequently are deliberate plans by insiders to make 
raids on the ordinary investor by engaging in various 
practices which result in the temporary boosting of the 
stock, which obtain a public following and thus enable 
the pool to unload the stock on the public at higher 
prices. The pools conduct furious operations back and 
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forth, buying and selling hundreds of thousands of shares 
each day, buying more than the sales during the period 
of accumulation, and selling more than they purchase 
during the period of distribution. Such activities, en- 
gaged in by some directors of large corporations, and by 
some directors in large banks have resulted in a wide- 
spread swindling of the public. 

The sound investment principle involved in the invest- 
ment trust which would enable the common man to par- 
ticipate in the enterprisers’ profits of the country, was 
perverted to the ruin of those it is so well designed to aid. 
This method of investment for a time was promoted on a 
sound basis to the benefit of the small investor; but here 
again the ruthless hand of the financial racketeer was 
soon felt. Investment trusts, in large numbers, collapsed ; 
in some cases because sponsoring banking institutions 
dumped weak securities upon them in order to save the 
parent institution. Hundreds of millions of dollars worth 
of foreign bonds sold to the public for profit by invest- 
ment bankers went into default, not only as a result of 
unexpected economic calamity, but in some cases because 
the economic conditions of the borrowing countries did 
not warrant the loans in such large volume. A great 
holding company dealing in public utilities in the Middle 
West crumpled. To cap the climax, the public learned 
that a great banking firm had advanced credit and issued 
securities to the public based upon nothing save the word 
of their client, who committed suicide as he saw that his 
huge international fraud was about to be discovered. The 
stream of news items of additional bank failures, and one 
revelation after another of similar financial transactions 
constituted a veritable machine gun fire upon confidence 
during those disillusioning years, 1929-1932, until little 
was left of public confidence. It was not, as has been per- 
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sistently asserted, the failure of Congress to balance the 
budget that caused the breakdown of public confidence. 

Before the Federal reserve system was established, the 
New York City banks were responsible for the condition 
of the money market. They knew that the pyramiding 
of reserves of the entire country through their great cor- 
respondent systems upon New York as an apex consti- 
tuted a constant danger to their own liquidity. They were 
aware of the fact that in the event of huge interior with- 
drawals there would be no recourse for them to replenish 
their cash position. The large banks of the city were 
held in line by a stringent self-discipline imposed by their 
Clearing House Association, as well as by indirect meas- 
ures of control by the great private houses such as that 
of Morgan. The establishment of the Federal reserve sys- 
tem shifted the responsibility for the control and over- 
sight of credit from the banking community of New York 
City to the Federal Reserve Bank of New York so far as 
the New York money market is concerned and to the 
Federal Reserve Board for the country as a whole. The 
Federal reserve authorities for several fateful years 
seemed to regard the activities in the New York stock 
market as a side show in which they had no particular 
interest or responsibility, for was not their prime: func- 
tion to guard the business stability of the country and 
the commodity price level from undue fluctuations? They 
overlooked the fact that the relationship between these 
desirable ends and the maintenance of sound credit condi- 
tions is so close that in order to stabilize business condi- 
tions it is necessary to control also the speculative 
activities of the securities markets. This is especially true 
when the speculative activities are financed by bank credit 
as they are in this country. 

The flow of commercial bank credit into the securities 
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market became particularly noticeable during the period 
from December 1923 to December 1924. During this time 
the Federal reserve banks increased their holdings of 
United States government securities by close to a half 
billion dollars. The avowed purpose of this easing of the 
money market was to encourage foreign borrowing in 
the American market, which would lead to heavier ex- 
ports, particularly aiding agriculture; to induce a busi- 
ness recovery; to place the Federal reserve banks in a 
position to check later speculative tendencies. The desired 
effects of these open market purchases were fully realized. 
The Federal reserve board index of industrial production 
rose from a low of 84 in July 1924 to 105 in January 
1925. Foreign capital issues in this country increased 
from 188 million dollars during the fourth quarter of 
1923 to 464 million dollars during the fourth quarter 
of 1924. The export of agricultural products was so 
stimulated that the index of their export rose from an 
average of 133 during the autumn of 1923 to an average 
of 179 during the autumn of 1924. However, in addition 
to these desired results, there also took place an unsound 
shifting of commercial bank credit from investment in 
liquid commercial credits into speculative security loans 
and to investment in securities other than United States 
government bonds. Loans to brokers by New York City 
reporting member banks increased from 1,169 million 
dollars in November 1923 to 1,932 million dollars in 
December 1924, nearly a 70 per cent rise. Total loans 
on securities of all member banks increased from 3,982 
million dollars in August 1923 to 4,980 million dollars 
in December 1924, or approximately a 25 per cent in- 
crease. In contrast, bank loans for commercial purposes 
(all other loans) increased proportionately only one- 
fifth as much; rising from 7,812 million dollars in August 
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1923 to 8,164 million dollars in December 1924, or about 
a 5 per cent increase. Open-market commercial paper 
increased in volume outstanding only from 763 million 
dollars in December 1923 to 798 million dollars in Decem- 
ber 1924. At the same time, the investments of all member 
banks in United States government securities increased 
only from 3,685 million dollars in September 1923 to 
3,874 million dollars December 1924; while investments 
in other securities increased from 3,915 million dollars to 
4,939 million dollars during this period. Security prices 
in the New York stock market rose from 65.7 in Septem- 
ber 1923 (Standard Statistics average of 421 stocks) to 
81.7 in December 1924, an increase of nearly 25 per cent. 

After the presidential elections of November 1924, it 
came to be realized that the money market had been eased 
too much, resulting in speculative activity and rising 
prices. The Federal reserve banks then sold, between No- 
vember 1924 and April 1925, about 240 million dollars 
in government securities. Credit conditions remained 
fairly stable, on a new level, until 1927, when a slight 
business depression set in. The Federal reserve banks 
again inaugurated a period of extensive purchases of 
government securities, increasing their portfolio 313 
million dollars from January 1927 to December 1927. 
This policy was avowedly to assist European countries 
in the purchase of American agricultural products, to 
strengthen the foreign exchanges, to preserve the gold 
standard in Europe, to facilitate flotation of foreign 
bonds in the American market, to stimulate a business 
recovery, to pave the way for discount rate reductions, 
and to check the decline in commodity prices. Business 
improved, prices were firmed, and speculative activity was 
induced. Because these purchases of government securi- 
ties stimulated speculative activity to a very marked 


176 FACING THE FACTS 


degree, the Federal reserve banks endeavored to curb this 
tendency and from January until the summer of 1928 
government securities were sold. Speculation seemed to 
be subsiding somewhat, but it was widely complained that 
Federal reserve policy was “hurting business” and so in 
the autumn of 1928, another presidential election year, 
the policy was a vacillating one. The rate on acceptances 
was so adjusted that the acceptance holdings of the Fed- 
eral reserve banks increased in the autumn of that year 
far beyond the seasonal requirements for trade, and the 
money market was considerably eased. This resulted in a 
rapid increase in security speculation. The attempts to 
control the “run-away” market in 1929 by sales of gov- 
ernment securities early in the year, and later by “moral 
suasion” are memorable for their failure to attain results, 
principally due to the vast inflow of money to the market 
from “others.” As explained above, the “others’ ” funds 
consisted of surplus funds resulting from the enormous 
expansion in security issues made possible, during the 
preceding periods, by the easy money policy of the Fed- 
eral reserve system. These funds came back like a boom- 
erang to wreck the central bank control mechanism in the 
fateful crisis of 1929. The march of events since that time 
has been largely the rapid disclosure of the various weak 
spots which were engendered in the whole structure of 
credit by the policies of the preceding five years, and 
especially in the autumns of the years 1924 and 1928. 

The changes which have so far been suggested to meet 
the present situation in American banking, such as those 
embodied in the “Banking Act of 1932,” are too much in 
the nature of “shot-gun” methods. Such methods are ill- 
advised at any time and particularly so at a time of crisis. 
It would be better to strike at the root of the problems 
and take measures to correct the underlying difficulties. 
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Viewed in the light of experience and the facts of 
history, the fundamental causes of these difficulties are 
three; namely, the dual system of banking, the existence 
of securities affiliates of commercial banks, and inadequate 
central bank policy. 

The present dual system of banking consists of national 
banks, and also state banks in each of the states. The 
national banking system is under the supervision of the 
Comptroller of the Currency of the United States, while 
each state banking system is under the supervision of a 
state banking department. Such a dual system of banking 
is said to result in unwholesome competition between the 
two systems and a consequent force towards lower and 
lower standards of banking, the various states vieing with 
the national government in extending privileges to their 
system of banks in order to enable them to compete with 
the national banks. It has been urged by many in author- 
ity, including Eugene Meyer, Governor of the Federal 
Reserve Board, and Owen D. Young, Deputy Chairman of 
the Federal Reserve Bank of New York, as well as George 
L. Harrison, Governor of the Federal Reserve Bank of New 
York, that the state banking systems should be abolished, 
at least so far as the demand deposit business is concerned. 
Such a change, drastic as it may seem, is favored by the 
plain fact that the bank check has become the most im- 
portant instrument of currency, and is used for that pur- 
pose nowadays even to a greater extent than is paper 
money. In the days when banknotes constituted the prin- 
cipal medium of exchange, the banknote issues of state 
banks were taxed out of existence in order to secure a 
uniform national currency. The Supreme Court of the 
United States declared this federal measure to be con- 
stitutional. 

A single banking system could be attained also by 
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abolishing the national banks. Then it could be provided 
that any bank anywhere in the United States performing 
a commercial banking business must be a member of the 
Federal reserve system, that it must meet the standard 
requirements for such membership, and that if it cannot 
do that it cannot be a commercial bank. The Federal 
clearing system could then he extended to cover all mem- 
bers and no bank could exist outside the system if the 
system refused to clear its checks. 


It is probably foolish to talk of abolishing either sys- 
tem of banking. If the problem were approached by pro- 
posing to abolish state banks, it would stir up a veritable 
hornet’s nest of opposition by states’ rights advocates and 
others. It would be violently contested, at great cost to 
the taxpayer ; and it would result in mutual recriminations 
concerning the relative misconduct of the two systems in 
the matter of the unwholesome bank competition and lower- 
ing of standards that has resulted. The song about the un- 
wholesome state bank competition is often sung; but the 
national banking system’s skirts are far from clean. The 
invasion of the trust function field by national banks, 
the invasion of the savings banks field by the encourage- 
ment of time deposits in national banks, the winking at 
the creation of affiliates by national banks, and the bid 
for the real estate business by the McFadden Act, all 
testify to the important competitive steps which were 
taken by the national banking system. Evil results have 
fallen upon the banking system from every one of these 
steps, with the possible exception of the taking on of 
trust functions by the national banks—and these trust 
departments of national banks are under state banking 
supervision. 

The important issue is the crying need for a sound 
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division of function on the part of financial institutions; 
and a practicable division of supervision between the 
states and the federal government; and the real issue is 
not whether either the national or the state banking sys- 
tem should be abolished. Both of the banking systems are 
in need of reform. Both have been culpable in bringing us 
to the present condition. The first step toward the needed 
reform is to divide the supervision according to a prac- 
ticable basis. After all, it is only the commercial banking 
departments of our banks that are primarily linked up 
with the national problem of uniform deposit currency 
and national credit policies. The savings departments of 
the banks and the trust departments of the banks should 
better remain under state supervision, and as a matter 
of fact it is extremely doubtful whether the federal gov- 
ernment could constitutionally take over the trust de- 
partments. This fact seems to be clearly recognized in the 
Federal reserve act, section 11 (k) granting trust powers 
to national banks, since it is there provided that the trust 
departments of national banks shall be under state super- 
vision. The real savings banks of the country have made 
an extraordinarily fine record under state banking su- 
pervision. But in the matter of federal power to control 
the commercial banking departments, there is little doubt 
that the constitutional powers relating to national cur- 
rency would support legislation placing such control en- 
tirely in the hands of the national government. There 
would be left, then, to the state banking departments the 
supervision of trust departments, savings departments, 
safe-deposit departments, title insurance, and investment 
banking. 

Commercial banking would no longer be under state 
law, but under the rules and regulations of the Federal 
reserve system; and, in turn, the Federal reserve system 
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would supervise only commercial banking. It would serve 
likewise to separate commercial banking from all other 
forms of banking, and especially investment banking. It 
would then be a simple matter to prohibit the association 
of investment banking with any member bank, since com- 
peting commercial state banks with such departments 
would no longer exist to force the national banking system 
to permit affiliates due to competition. 

The security distribution business would be left uni- 
formly for the states to supervise, but if state supervision 
of investment banking should prove a failure, even after 
it has been divorced from commercial banking units, it is 
possible that the federal government could constitution- 
ally take measures of control on the grounds that security 
selling is an interstate business. 

The various methods of swindling the public by “in- 
siders” should be controlled by more adequate supervision 
over the corporate form of organization such as suggested 
in the chapter entitled “Business, Incorporated”; and 
also by proper enforcement of the law of fraud in the 
various states or under the federal blue sky law. The 
fundamental need is the discovery of such activities. For 
this purpose there should be required complete reports 
and publication of all stock market pooling activities, 
supervision of the securities markets, and more complete 
income tax reports by corporations and individuals. 

Central bank policy should not be used to stimulate 
foreign loans, nor to obtain exports of American products 
in spite of our high tariffs on imports. The primary func- 
tion of a central bank is to maintain liquidity in the bank- 
ing system, even if it becomes necessary occasionally to 
“hurt” big business in order to maintain this liquidity. 
Central bank policy which makes its goal the stabilization 
of business rather than the maintenance of liquidity of 
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the banking system, has been a sad failure. To stabilize 
business in spite of all kinds of legislative barriers to the 
freedom of markets, national and international, and in 
the face of revolutionary technological developments and 
other complicating factors is a task far beyond the ability 
of any central bank. It could be done only if it were pos- 
sible to obtain international central bank codperation and 
to have a completely “planned economy.” But this is 
envisioning a world different from the one in which we 
live, where there are no supermen capable singly, or col- 
lectively competent, to “plan” world or even national 
economy. A central bank may, however, with some suc- 
cess stabilize seasonal fluctuations in business because 
these are regular in occurrence and easily predicted; and 
their causes are fairly well known. To stabilize the busi- 
ness cycle is still a utopian dream. 

Somewhat less chimerical, but still beyond the realms 
of reality is the notion that central banks can stabilize 
the general price level. Effective control in this direction 
requires international codperation between central banks 
all over the civilized world, and certainly between such 
important ones as those of the United States, France, 
England, Germany and Italy. To varying degrees every 
one of these great financial institutions, the central banks 
of these countries, are tainted by political considerations 
in their international dealings and it is highly probable 
that they will continue to be so influenced. If the experi- 
ences of the past few years in the way of international 
inflation of credit through experimentation with gold 
exchange standards and the subsequent collapse is an ex- 
ample of the good results of international central bank co- 
operation, let us have less of such codperation rather than 
more of it. In the world as it exists now, the only way to 
maintain stable general prices would be to go off the gold 
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standard and adopt a “managed currency.” When on the 
gold standard, change in general price level is a world 
phenomenon, induced by a complex of events occurring 
over the entire gold standard world. Efforts toward in- 
ternational codperation to stabilize the world price level 
of all the gold standard countries, has so far resulted 
merely in abortive international price stabilization plans 
in particular products being financed by inflated: inter- 
national credit. Until international codperation of central 
banks is attained on a sound working basis, each central 
bank must keep an eye single to bank liquidity within its 
own province. So far as the United States is concerned, 
this is all a matter of enlightened central bank policy for 
which no new legislation is required. 

The experiences of this country during recent years 
have demonstrated clearly that our financial institutions 
have been organized and conducted in such a way as to 
result in a social and economic problem of impelling 
danger. Is it possible to reach a solution which will enable 
a proper balance between unbridled individualism and 
ruthless despotism or governmental bureaucracy? If not, 
can the American democracy survive the shocks of repeated 
catastrophies which shake the nation to its very founda- 
tion? In large measure the problems of political democ- 
racy have passed from the experimental stage, but this 
generation and perhaps generations to come have still 
the task of shaping a chaotic economic organization of 
society into some form of economic democracy. Political 
democracy cannot long live as the handmaiden of financial 
chicanery and economic sophistry. No small part of this 
task is the reform of our financial institutions in such a 
way as to harmonize so far as possible individual interests 
with general welfare. In order to do this, the “rugged 
individualism” which has characterized much of the finan- 
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cial organization of this country must be disciplined. 
While the sages of the new era cant their song of the 
inevitability of economic trends, the Democracy sleeps, 
and the birthright of a nation is being snatched away. 
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CHAPTER VII 


BIG BUSINESS AND THE NATION 


BY FRANK ALBERT FETTER 


IG business in the United States, as we know it today, 

is almost wholly a growth within the memory of living 
men. It is true that between the beginning of the Ameri- 
can Revolution and the end of the Civil War (1775-1865) 
the steam engine and other mechanical inventions had 
greatly altered technical methods of production in manu- 
facturing and mining. As a result many changes had oc- 
curred in the organization of industry. But still, in 1865, 
shops and factories were comparatively small, with a few 
minor exceptions in textile and metal manufactures. More- 
over, it was still the case with very few exceptions that 
each local factory was separately and locally owned, 
usually by a single proprietor and in other cases by 
families or partnership firms. The industrial corporation 
was still a rarity. As late as the 770’s, the typical small 
town and neighborhood in America had its own grist and 
woolen mill, its wagon and furniture factory, its shoe 
shops which really made shoes, its slaughtering and meat 
packing houses, and various other undertakings. Still, 
too, the old household industries were commonly carried 
on in most town and village homes as well as on every 
farm. 


By the close of the Civil War, however, the rapid ex- 
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tension of the railroads had already created conditions 
favorable to larger markets and larger factories, and rail- 
road building continued at an unprecedented pace in the 
next twenty years. Shops and little factories began to dis- 
appear by the thousands from the countrysides, and 
larger factories sprang up and developed in the cities 
or at certain locations presenting special advantages 
for materials, labor, power, shipment and lower freight 
rates. 

This trend toward larger physical units of production 
had no more than got fairly under way, in the ”70’s and 
early ’80’s, than another business development began, that 
of combining two or more of these separate concerns 
under unified financial control. Though happening at the 
same time that the growth in size of the individual plant 
was occurring this development was of a very different 
nature. Yet the two are usually confused in the discussion 
of big business. The one had to do with the physical 
process of making goods in larger plants, the other had 
to do with the legal status of the ownership of several 
plants at once. The one is a technological fact, the other 
is a financial fact. Once begun, the movement of concen- 
trating into fewer hands the ownership and control of 
formerly separate and ordinarily competing enterprises 
went steadily on. A large factory would buy up smaller 
competitors, and either terminate their separate corporate 
existence, or make them “subsidiaries” in some larger cor- 
poration. Many of the enlightening facts of this process 
as well as the legal devices employed have been set forth 
in the two preceding chapters. A number of small and a 
few pretty large industrial combinations of this sort were 
formed in the quarter century before 1897. Between that 
date and 1904, despite laws intended to prevent them, 
consolidations took place on an enormous scale. By 1904 
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it was estimated that 161 corporations controlled at least 
50 per cent (in some cases up to 80 per cent) of the pro- 
duction in their several fields. The movement then sub- 
sided between 1904 and about 1917 as a result of more 
active governmental enforcement of the laws, and of an 
aroused public opinion, but revived in the war period. It 
then went on to reach new heights between 1917 and 1929, 
the last great period of mergers. In twelve years at least 
8,000 separate corporations in manufacturing and min- 
ing were absorbed by the merger process. In 1919 more 
than 20,000 manufacturing establishments were not con- 
ducted independently but formed part of some industrial 
combination. Probably the number of such merged or 
integrated plants had nearly doubled when the speculative 
and merger boom reached its height ten years later. The 
result was that 200 corporations controlled one-half of 
all the assets in these fields of business, and one-fifth 
of all the national wealth. It was in view of this situation 
that a former Ambassador to Germany made the startling 
declaration that the real rulers of America were some 60 
leaders of finance and industry—not the people or our 
elected public officials. 

This is big business. What is to be done about it? Here 
it is, towering over smaller independent enterprises and 
common men, like a race of giants striding about among 
Lilliputians. And the end is not yet. The same methods 
and processes which brought us to this point, will, if 
allowed to continue unhindered, go on with accelerating 
speed to the greater and greater concentration of control, 
financial and economic, of American wealth and industry. 
Why not to an ultimate single financial monarchy or 
oligarchy? Can it be doubted that grave problems, eco- 
nomic, political, social, and moral, have already been cre- 
ated by the enormous disparities in wealth and business 
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organization resulting from great industrial combina- 
tions? 

Whether it will or not, the nation must answer these 
questions, by action if it will, if not, then by inaction. 
Surely, in this process that is transforming the face of 
our industrial society, there must be forces of good even 
though mixed with evil, and sound economic principles at 
work even though mingled with greed and error. Before 
we are able to choose and act intelligently we must seek 
to analyze and to understand what are the economic forces 
and the human motives that have created the big busi- 
ness that we now have, and that tend to make it even 
bigger. 

First in the thought of all those discussing this subject, 
and always shrewdly, put foremost in every argument by 
the champions of the “trust” movement, is the proposition 
that increasing the size of an industrial plant increases its 
efficiency. Cost and prices may be in this way decreased, 
or profits increased, or producer and consumer share the 
benefits. This is merely the familiar principle of division 
of labor, particularly in its application to processes where 
a good deal of specialized equipment is required. It is 
called also “the economy of large production,” or of 
“mass production.” It is, however, very important to ob- 
serve that there are limits in time and in the degree to 
which increasing size may be a benefit. The principle of 
increasing size and efficiency is valid only wnder certain 
circumstances and up to a certain point. Under any well 
settled conditions, each enterprise should be properly ad- 
justed in size to its locality. This may be called the opti- 
mum size. Beyond that point, greater size becomes a 
disadvantage and increases cost. The optimum upper limit 
may be fixed by various conditions; by the scarcity of 
raw materials, or of power resources, or of suitable labor 
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in the neighborhood; by “the extent of the market,” that 
is, the number of buyers within the area which that plant 
can serve to best advantage; by full utilization of the 
best machinery and processes that are known in the pres- 
ent state of the arts; by the inability of management to 
give equal care and attention to a larger output; or by 
other factors. So it is that in the area in which its products 
can be most successfully sold every enterprise may be 
called a ‘“‘zoned business,” and as regards the kinds of 
products it can best make, finds that there is a limit to 
the motive of growth. 

Evidently, though, any considerable change in tech- 
nological processes, either in manufacture or in transpor- 
tation, makes for a new optimum size, frequently larger, 
but possibly smaller (as through cheap transmission of 
electric power to small factories). Changes of this sort 
no doubt explain a large part of the historical growth in 
size of individual unit plants in many industries. In large 
part, therefore, the economy of large production is the 
sound economical core of justification in the movement 
toward big business, in the form of larger individual 
plants, whatever offsetting evils may result from it. It 
has been a potent means of technical economic progress. 

It is a mistake to assume, however, that the destruction 
of smaller decentralized factories and their replacement 
by larger factories in this country has gone on always in 
an orderly way. It is a mistake to think that it was always 
superior efficiency and lower costs for the larger plants 
that decided the contest. A large part of this change that 
occurred, say, between 1865 and 1910, resulted from local 
discrimination and rebates in freight rates, often de- 
termined by chance or by corrupt decisions of railway 
officials in the days of private railway monopoly, and 
favoring some localities and shippers. The effect of these 
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conditions was uneconomically to burden and destroy 
smaller decentralized factories, and artificially to favor 
the larger cities and centralized mass production. Similar 
favors to the larger cities and centralized factories were 
extended by telegraph and by express companies and by 
various other corporations. Very slowly the Interstate 
Commerce Commission has been reducing this chaos of 
rates to more rational order. An important step was taken 
only in 1932 in extending the principle of a distance 
tariff, in a manner that restores to smaller communities 
something of their due natural advantages of location. 
This will doubtless tend toward greater decentralization 
of large industry. 

Recognizing the substantial benefits of increasing the 
size of individual industrial plants when it really increases 
efficiency, we yet must see that this has very little part 
in the explanation of the other aspect of big business, the 
great financial concentration of industry that has oc- 
curred. There may, indeed, have been some gain in this 
way when two or more competing plants in one neighbor- 
hood were combined, neither of which was large enough to 
be fully equipped with the best machinery or to be oper- 
ated with the best division of labor. But such mergers 
have been of rare occurrence. In some cases plants some 
distance apart have been closed down and production has 
been increased at others, presumably with some saving in 
production costs, but often with very doubtful results of 
this nature. However, the great majority of industrial 
mergers have united under a single ownership plants 
locally separated but competing in a common market, 
each plant being already well equipped and producing in 
amounts large enough to permit maximum efficiency. In 
such cases no change occurs in the size of the plant. The 
economies, if any, must be those not of technological mass 
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production, but rather those from uniting the buying, 
financing, and selling processes of a group of factories. 
These are reputed to be quite substantial in some cases, 
but in others are found to be very slight. The General 
Motors Corporation has limited its centralized control and 
codperative action almost entirely to the process of buy- 
ing materials in the few cases where anything was to be 
gained, but has otherwise left each of the constituent com- 
panies almost complete independence of action in its man- 
agement—and, evidently, has not altered the “mass” of 
the productive process. Even the advertising of the sev- 
eral “makes” preserves its separate character. 

It has been repeatedly testified under oath that the 
smaller independent competitors of the U. S. Steel Cor- 
poration were technically as efficient as their giant rival 
with its 200 or more separate plants. Several studies that 
have been made of the results achieved by monopolistic 
mergers all point to the unexpected conclusion, that, with 
few exceptions, mergers fail to maintain as high efficiency 
as did the single plants and constituent companies before 
they were merged. 

One of the claims most emphatically advanced for the 
benefits to result from merger is that greater skill of man- 
agement is possible when numerous factories are put 
under one central head, higher paid and presumably of 
greater ability than the heads of independent plants. A 
veritable magic power has been imputed to the introduction 
of improved and uniform methods of accounting into all 
the plants of a combination. Others strongly deny, espe- 
cially of late, that regularly or in the long run such claims 
are true. Where ultimate authority in large organizations 
is lodged in a skyscraper distant a thousand miles, red tape 
and expensive delays multiply and overhead costs increase 
instead of diminishing. There are limits to the human 
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capacity even of the superior executive in directing the 
details of a wide-flung industrial organization. Popular 
belief in the business supermen has undergone as great a 
deflation as have corporation stocks since 1929. But as 
“a new broom sweeps clean” there may doubtless be some 
economies secured in this way in the years just following 
a merger. 

It is claimed that large economies may be made in buy- 
ing material and selling products after the merger of 
several like plants, through reduction of sales forces and 
the unit costs of advertising. Success of this sort may have 
been attained in some cases, but the results are known to 
have been often disappointing, both as to the reduction of 
cost and as to the amount of sales, especially in the face 
of competition from smaller active rivals. Large claims 
are made also for the greater enterprise of combinations 
in promoting research and making inventions, but the 
most conspicuous examples of this are large single fac- 
tories, such as Eastman Kodak, rather than corpora- 
tions with numerous plants, such as the U. S. Steel. 
Indeed, the greatest advances in metal alloys have come 
from comparatively small independent enterprises. Di- 
rectly chargeable to large corporations is the stifling of 
inventions and the suppression of patents which threaten 
the value of their own older processes and costly equip- 
ment. 

It appears therefore that the merger of like industrial 
plants may sometimes offer an opportunity for reducing 
costs by greater mass production or by various commercial 
savings, but the belief that great and uniform gains are 
possible in these ways mostly results from a confusion of 
thought, and is not supported by experience. Mere finan- 
cial combination of plants does not enhance efficiency. 

Another sort of merger, called vertical, combines under 
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one ownership the plants engaged upon the product at 
successive stages, as from the ore mine to the steel bridge, 
or from the forest to the furniture factory. The various 
processes are said to be integrated under one manage- 
ment. The claim that gains result from vertical merger 
involves also a good deal of confusion. It usually does not 
intensify mass production, but rather the contrary. It is 
not a step forward toward greater division of labor but 
rather it is a step backward toward less division of labor 
under one management. It makes added demands upon 
the attention of the executive division of a large organiza- 
tion, however able it may be. In many instances the 
volume of standardized attachments and parts (such as 
tires, bodies, wheels, and even engines, of automobiles) 
used by a quite large corporation is not large enough to 
permit of the economical mass production possible to a 
specialized company. Integration thus frequently flies in 
the face of the principle of “the economies of large pro- 
duction.” The technical costs of the physical process are 
likely to be larger also because the management of an 
integrated industry is less specialized and intimate. 

The sweeping claim that each advance in integration 
“saves a profit” involves a superficial error as to “profit.” 
A profit corresponding with the investment in the newly 
acquired factory, must, to reward bondholders and stock- 
holders, be at least as large after as before the merger. 
It must be larger if, as often happens, the merger involves 
inflated valuations and reckless stock watering. There can 
be no “saving” whatever of profit unless the combination 
is able to reduce the net cost of this part or process of its 
finished product, and that is the very question in doubt. 

An integrated enterprise may in favorable conditions 
reduce the cost of the “commercial” process of buying and 
selling the raw materials or the partly finished goods. The 
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factory making the final assembled product insures its 
entire order to the affiliated factory in the combination, 
saving thus perhaps in advertising, selling costs, and ac- 
counting. However, this may leave the affiliate with less 
stabilized orders, and equipment less fully utilized, than 
a factory which sells to a number of different customers. 
At times a highly integrated combination has to go out- 
side to supply the peak of its own needs, and in slack 
times it may seek to sell to outsiders. In sum, each case 
of vertical integration presents different conditions, but 
in many cases the gains are nil, and often it is economic 
retrogression, not economic evolution toward specializa- 
tion and efficiency. ; 

One of the chief hopes and purposes of the promoters 
of industrial combinations is to secure higher profits by 
the power of raising prices made possible through the 
unified control of formerly competing enterprises. In this 
they are doubtless often successful. If this occurs it is the 
public which must pay the bill, hence very little is said 
about it directly by the champions of mergers. In public 
discussions, monopoly as the result of combination of 
formerly independent competing establishments is often 
disguised under some attractive description such as “re- 
ducing the wastes of competition.” However, the “‘waste- 
ful,” or “cutthroat” competition, which has preceded the 
formation of industrial combinations, is usually not legal, 
normal competition, but is some one of several forms of 
discrimination for the purpose of forcing competitors 
into a combination. This pseudo-competition could have 
been prevented by the earnest enforcement and observance 
of the anti-trust laws. 

The monopolistic power made possible by mergers is 
the consequence of unified proprietorship of formerly 
competing independents. This permits of an absolutely 
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unified control of conditions of production and supply, 
of competitive bidding, and of prices as among the group 
of concerns in the merger. Before the merger all such 
unity of action would have been illegal and if exactly these 
same things had been done they would have been con- 
demned and punished in the courts. If a group of sepa- 
rately owned concerns did exactly these same things now, 
by agreement, they would be condemned as illegal. The 
mere fact of merger legalizes what in its nature is illegal- 
ity, as the courts have strangely interpreted the law. The 
corporate fiction has nullified the economic verities. Fur- 
ther, the financial power lodged by the process of merger 
in a single management gives an overwhelming domina- 
tion to one corporation in the industry over its smaller 
competitors. This permits it to dictate the conditions of 
competition and of price-fixing in a manner that is im- 
possible among more evenly matched competitors. No 
serious student can question the significance of this purely 
“capitalistic” market leadership of great combinations in 
modern industry. It largely destroys the normal condi- 
tions for competitive prices. 

Whenever freight is a considerable part of the de- 
livered cost of goods, the sellers can most successfully 
compete near their place of production. Each seller, be- 
cause of the smaller freight, has near the mill an ad- 
vantage in competition with outsiders. If he continues to 
treat his own customers alike, by charging uniform prices 
at the mill, he must gradually reduce his prices in order to 
enlarge the area from which buyers come to his mill. He 
must lure them by lower prices. It is in this way that the 
real economies of mass production are passed on to the 
public and are not merely retained by the producers. To 
avoid reducing prices in this way to the detriment of profits 
some industries began to sell only at delivered prices. The 
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delivered cost was the sum of two prices, the price of the 
product plus the freight. Producers discovered that they 
had a certain degree of monopoly power. They charged 
all they could get for goods, not at uniform but at dis- 
criminatory prices. They netted most on goods shipped 
but a short distance from the mill where there was no 
competition, and reduced the prices as sales were extended 
to more distant buyers. This process is called also “ab- 
sorbing the freight,” and “dumping.” 

The effect of merging two adjacent competing plants 
in an area where there are no other competitors is to in- 
crease their power to get higher prices. This is undoubt- 
edly one of the chief motives for mergers. Evidently, too, 
a large combination is financially able to compete unfairly 
against smaller competitors one by one, by lowering prices 
in one locality while making profits by higher prices else- 
where. When a “price war” arises, “cutthroat competi- 
tion” usually can end only in the slaughter of the smaller 
enterprise, not because of technological but of financial 
inferiority. Here appears another very ominous fact; the 
public benefit from lower prices of this kind is only tem- 
porary, for as soon as the local industries are put out of 
business the merger is left in control of the price situation. 
It then possesses real monopoly power in its market area, 
with such limitation only as may come from other more 
distant large factories. The net result is that the public 
may be deriving very little gain from the economies of 
mass production; it may be getting its goods at very 
little, if any, less than it would get them from smaller 
enterprises. Their destruction with all of the human 
tragedy entailed, is an evil without substantial social 
benefits to offset it. The practice of absorbing freight 
causes further an immense waste of useless cross shipments 
of goods which neutralizes a large part of the private 
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profit that would accrue to the producers if they got all 
the economies which they withhold from the public. 

The extent to which the merger of several companies 
in the same line increases monopoly power over prices 
depends more on the way in which the several merged 
plants are locally distributed than it does on the percent- 
age of the total national productive capacity that is con- 
trolled by one combination. One corporation might have 
fifty per cent of the total national capacity of the in- 
dustry, yet, conceivably its plants might be so interspersed 
with the independents that it had a competitor at every 
point. However, its power to cut prices locally below cost 
while making profits elsewhere may enable it to force the 
independent into tacit conspiracy with it. In another 
case the control in one or two states of a small proportion 
of the national output of a heavy product, may give great 
monopolistic power within that limited area. The more 
important industrial mergers of the last fifty years have 
generally brought together under one ownership and con- 
trol plants in adjacent market areas which have been 
competing on the borders in common territory. At present 
monopolistic conditions rather than free markets prevail 
in most of the great standardized industries in America. 
Every study that has been made of the price policies of 
newly formed monopolies has shown that they have been 
increased prices, often greatly, above those previously 
prevailing under competition. Not infrequently, it is true, 
the too greedy exactions of monopoly have called forth 
new competitors, who then, after a fierce war of prices, 
have also been taken into the enlarged combine. Thus the 
course of prices after mergers has often for a considerable 
time been less stable than before. The promoters of com- 
binations hardly attempt to conceal their motive to raise 
prices, indeed they artfully suggest to investors that it is 


BIG BUSINESS AND THE NATION 199 


the Aladdin’s lamp which can unlock the doors of riches. 

After the first and cruder era of trust-formation 
through price wars, the merger movement entered about 
1890 upon a new era. Price wars were succeeded by 
“restraint of commerce” through conspiracy with inde- 
pendents in a policy of “live and let live.” Pooling agree- 
ments for this purpose continued to be more or less openly 
made until about 1910. More and more use was made of 
the “basing-point method.” Mill base prices uniform to 
all comers were no longer quoted; instead, all mills alike 
quoted and sold according to a schedule of identical de- 
livered prices. A basing-point price is the sum of the mill 
base price of a chosen mill, plus freight from that mill, 
or producing center, to destination. On all shipments 
except those actually made from the mill at the basing- 
point, the freight charge paid by the consumer is “im- 
aginary,” being not the actual freight but usually more, 
and often very much more. The single basing-point plan, 
long used by the steel industry, is modified at times into 
a zone system or into a multiple basing-point system, 
such as is used in the cement industry. The use of the 
basing-point by the U. S. Steel Corporation was forbidden 
by a decision of the Federal Trade Commission in 1923, 
and the Corporation nominally agreed to conform with 
the decree without appealing to the Federal courts, but 
basing-point pricing is still notoriously practiced by many 
important industries, including steel. 

So long as open pooling prevailed, the base prices 
were fixed by a committee representing the various com- 
petitors. This was in open violation of existing laws for- 
bidding conspiracies in restraint of commerce, and after 
1904 it became more hazardous, because of an aroused 
public opinion and legal prosecutions. It was then dis- 
covered that exactly the same result could be attained 
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by having the dominant trust act as the “market leader” 
and announce from time to time a schedule of prices. 
Like a well disciplined army all the members of the trust 
and every seller then conforms. Any departure by an 
independent is likely to incur severe reprisals and penal- 
ties. This situation in the field of big business strikingly 
resembles what is called a “racket” in the petty under- 
world, where freedom of the individual laundryman, 
clothes cleaner, or poultry dealer to act independently in 
business has in many places ceased to exist. 

The purpose of the basing-point practice is to increase 
prices. On the face of it, this is to the disadvantage of 
the consumers, but, strange to say, it is not in a corre- 
sponding degree to the advantage of the producers. This 
is because a part of this extra tribute exacted from the 
public is squandered by “absorbing the freight,” instead 
of remaining in the coffers of the sellers. Transportation 
becomes a veritable topsy-turvy affair. Millions of tons 
of steel, cement, roofing materials, and other standardized 
products, pass each other daily on the railroads, uselessly 
changing place to distant destinations. This is all to the 
detriment of profits and is to the real benefit of nobody. 
Nothing in the annals of the oft proclaimed “wastes of 
competition” can quite compare with this sheer economic 
waste of monopoly. It would be impossible under a system 
of free competition with goods sold at uniform mill base 
prices as they once were. 

We may conclude that a small part of the explanation 
of concentration in American industry is the technological 
economy of mass production; another small part is the 
financial and commercial advantage of large unified 
ownership, especially in mercantile lines such as chain 
stores ; another small part is the reduction, real or merely 
expected, of the costs of competition ; and doubtless a part 
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much greater than all of these combined is the increased 
monopolistic power to raise prices. In large part these 
hopes of trust promoters and investors have been disap- 
pointed in the actual results attained in the form of 
profits. Big business organization and artificial price 
agreement involve wastes cancelling a large part of the 
gain from monopolistic prices. 

A motive that is far more important in the explanation 
of the movement toward big business, is the desire of the 
active promoters and formers of industrial combinations 
to secure private fortunes and personal aggrandizement. 
The main arena of action of big business is financial 
rather than technological; it is in Wall Street, not in 
mine and factory. The chief attention of big business is 
given not to product prices but to security prices. The 
gamesters of finance get their winnings by betting right 
on what the public will believe regarding the merits of 
mergers, no matter how badly the public is deluded. In- 
deed, the greater the delusion the greater their winnings, 
which explains why exaggerated notions of the economic 
value of mergers has been so actively fostered by the 
skillful propaganda of those “‘on the inside” of the merger 
movement. Stock market prices are not based on actual 
but on expected earnings, and widespread public belief 
that large combinations were the veritable “fulfillment of 
economic destiny,” a “manifestation of economic evolu- 
tion,” formed just as effective a motive for the promoters 
of the merger movement as if these notions were really 
true. 

Promoters’ gains from forming industrial combinations 
have come in the form of cash commissions and payments 
in stock and bonds. Enormous fees have been received by 
corporation counsel and special experts. The profits of 
bankers’ underwriting syndicates have aggregated great 
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sums. It has been a commonplace of merger financing to 
take constituent properties at inflated and sometimes fan- 
tastic valuations. “Watered” securities have been issued 
in many cases to those “in on the ground floor,” thus 
capitalizing these inflated values as well as discounting 
the future earning power expected to result from mo- 
nopoly. Little place has usually been left in this financial 
“set up” for benefits to accrue to consumers and the 
public. Many combinations were thus at the time of their 
launching water-logged to the sinking point. For the 
favored few the speculative opportunities for stock market 
operations in merger stocks are great and tempting, not 
only at the time of their formation, but continuously 
thereafter. 

In all this carnival of private gains the dominating 
motive is perhaps the love of power, to which even the 
desire for riches beyond a certain point is subordinate. 
Great private riches are the means to the end of power. 
Incidentally, though, the lucky ones who have achieved 
through combinations great personal power as “captains 
of industry” have not scorned the opportunity to line 
their own pockets. Some of them have, unknown to the 
stockholders, accepted enormous bonuses to reward their 
“extraordinary ability” in putting through a successful 
merger, while the company was earning nothing whatever 
to pay dividends on stock. This is sometimes cynically 
called “financial statesmanship.” The opportunities of- 
fered by industrial combination for private gain to their 
direct promoters are sufficient to account for the great 
merger movement without attaching any weight to the 
claims made either for their technical economy or for their 
public advantages. 

The most striking claim made for the merits of big 
business is that it has made possible the greater industrial 
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efficiency, economy and progress of the last seventy-five 
years. It is simply assumed that little or no progress of 
this kind would have been made if business had been con- 
ducted in this period by independent companies each as a 
rule with a single complete plant. It may be questioned 
whether the mere process of financially combining separate 
plants has on the whole contributed at all appreciably to 
progress in the industrial arts. What has mainly made 
this progress possible are the great advances in natural 
science and in technology, mostly not related to mere 
size of operations. 

Moreover, the admirers of trusts assume that gains from 

productive efficiency in the industries controlled by com- 
binations would have been more widely distributed in the 
form of lower prices, of more and better goods, of better 
services to the mass of the people than would be possible 
with more decentralized ownership. One would hardly 
venture in a democratic land to speak of public benefits of 
big business if all the benefits accrued to the little group 
of men who have formed and controlled these combina- 
tions. Mergers must show results also in making goods 
better and cheaper for the public than would otherwise 
have been possible. The chief direct purpose of financial 
merger appears to be just the opposite of that. They inter- 
cept the gains of economic progress by means of higher 
prices to consumers and of financial rewards to insiders, 
thus keeping the fruits of science and technology from 
passing on to the people. 

If the claim of great public benefits from bigger busi- 
ness were largely valid, is there anything to offset it on 
the debit side, in the nature of resulting political and 
social evils? Consider the consequences of the revolution 
in business organization that is shifting the sovereignty 
of industry from the many local factories to the few 
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distant urban headquarters. In this process the judgment 
of the expert business executives on the ground has been 
increasingly displaced by that of absentee bankers and 
financial executives. This progressively magnifies the evils 
of financial speculation in Wall Street to the detriment of 
the efficiency of the separate factory as an agency of 
production. A merged factory becomes but a pawn with 
which financial gamesters play for financial stakes. 
Kruegers and Insulls and other absentee magnates of 
national or international finance, dwelling in the fiftieth 
story of far off skyscrapers, or scurrying from continent 
to continent, replace the authority of local owners. The 
real managers are no longer practical technicians linked 
by a thousand ties, family and personal, to each special 
business and to the community. 

The results are everywhere open to our view. Do we 
like the picture that is unfolding? Some degree of 
monopolistic price control is the inevitable result of in- 
dustrial combinations; “the public pays the bill’; but 
money is not the chief item in the account. Can we watch 
the disappearance, by tens of thousands, of locally con- 
trolled independent enterprises and be indifferent to the 
potential political and social consequences? An industrial 
engineer remarked recently to the writer that the popula- 
tion of this country is four times as large as it was in 
1865, yet there are now doubtless far fewer men in busi- 
ness for themselves than there were then. The sources of 
personal and financial support for local churches, clubs, 
schools, and community enterprises have been steadily 
drying up, while the corrupting national campaign con- 
tributions from big business seeking special favors, have 
as steadily grown. How can democracy endure with such 
disparity of incomes and in the power which great cen- 
tralization of industry gives to a plutocratic few? Many 
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thoughtful citizens have been asking themselves these 
questions and can find but one pessimistic answer. 

The disturbing question has recently forced itself upon 
the public mind, whether the increase of industrial com- 
bination has not some causal connection with the great 
crisis and depression beginning in October 1929. That it 
was the sole cause would perhaps not be maintained by 
any one. Excessive public debts and private borrowing, 
reparations, currency disturbances, military burdens, 
tariff barriers, wild stock market manipulations, enormous 
industrial combinations, and monopolistic manipulation 
of the prices of coffee, wheat, rubber, steel, copper, ce- 
ment, and many other commodities, are mingled in a con- 
fused picture. One common quality marks the whole, it 
glows with the ruddy tints of financial speculation. It was 
all a gamble on a rise of prices out of touch with the 
realities of productive conditions. In all this chain of events 
who can doubt that the stupendous merger movement with 
the very real added power it gave to stock-security manip- 
ulation and monopolistic price control, and with the 
deluded public faith in the ordinate profits to be ob- 
tained by mergers, was one of the major factors in causing 
and intensifying the boom. 

Likewise, in the judgment as to the net benefits from 
increasing the centralized control of industry, precise 
measurement of good and evil fruits is impossible. But 
some decision is for society inescapable, and we should 
recognize the nature of the choice before us. The welfare 
of humanity is not to be ensured merely by multiplying 
per capita tons of steel, bushels of wheat, or yards of 
cloth, important as these may be in due measure to the 
ends of civilization. This would probably be accepted by 
most men as axiomatic, more readily no doubt today than 
a few years ago. What then, if some omnipotent tribunal 
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were to take up the whole subject de novo and seek to 
decide by some “rule of reason” whether the existing com- 
binations should be approved or, in the wisdom of the 
Court, should be dissolved in the public interest and no 
more allowed to be formed? What factors of morals and 
of national welfare would lie within the purview of such a 
rule of reason? What facts must be weighed to determine 
whether industrial combinations are to be declared a 
national blessing or are to be found wanting? How many 
tons of steel, and what percentage of increased physical 
production is to be allowed to outweigh the social and 
political dangers of concentrated financial control, of | 
countrysides left without leadership, and of democratic 
institutions weakened at their foundations? Considerations 
of this nature should not be overlooked when an issue is 
before the highest court of the land, or before the 
American people. 

Any economic organization must combine in some pro- 
portions the principles of socialism and individualism. 
Socialism in principle is reliance primarily on public 
ownership and action in industry to get things done. 
Individualism is reliance primarily on private property 
and individual action. In every economic system doubtless 
both principles must find some expression ; the issue at any 
moment is: in what direction should be the next move? 
Extreme socialism would be complete public ownership 
and control of the means of production, involving the 
abolition of private property, of private profits, and of 
individual initiative as motives in industry. No reliance 
would be placed upon competition and the workings of 
demand and supply as a means of determining prices and 
the incomes of the citizens. But every practical program 
and every experiment in socialism has considerably mod- 
erated this extreme ideal. 
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In a mild sense “we are all socialists,” as was said as 


long as forty years ago by an English statesman. Mod- 
erate socialism we already have, and always have had, in 
publicly owned lands, in state and national parks, in 
forests and water resources, in the postal service, and 
in municipally owned utilities and other undertakings. 
Experience may lead to further extensions of public 
ownership and operation. The pressing problem now how- 
ever is of a different nature; it is to prevent the rich 
resources of timber, oil, minerals and water-reservoirs still 
in the public domain from being grasped by greedy citi- 
zens. Corporations bribe political parties by means of 
campaign contributions, and have been known to corrupt 
public officials even up to the national cabinet. The moral 
indifference of the public to such happenings is the main, 
indeed the only, cause for despair for the future of free 
institutions. 

Another form of moderate socialism, or “social control 
of industry” if one prefers the term, is found in the large 
and growing field of public utilities. They mostly are 
engaged in the task of distributing, to the public, neces- 
sary goods and services, such as water, electricity, gas, 
power, transportation of freight and passengers, com- 
munication by telephone and telegraph, etc., by means of 
an expensive equipment of pipes, wires, rails, carried to 
the consumer’s very door or into his house. None of these 
businesses is much over a century old, and much of the 
development has been within the last generation. Experi- 
ence soon showed that, because of the technical conditions, 
large production was a great advantage in these indus- 
tries, and further that they inevitably became monopolies 
in their fields. Nowhere was the tendency toward the for- 
mation of large financial combinations more marked than 
in this field. Gradually therefore, their services have been 
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regulated by public commissions, and their rates been 
fixed, subject to final appeal to the courts. These in- 
dustries are called quasi-public, because though privately 
owned and managed they are socialized in some essen- 
tial ways. Especially in respect to the way in which 
prices are fixed they lack one of the features of in- 
dividual enterprise. Much is still to be desired in matters 
of effective commission regulation. The task is often too 
great for our civic virtues, yet in this field the problem 
of big business seems nearest to a solution. The industries 
to which commission control has been most successfully 
applied are those of fairly routine processes and with a 
few standardized products and services, and regulation 
has had chiefly to do with maintaining fair relative prices 
and the prevention of discrimination. It would be folly 
to expect equal success in the much more difficult task of 
public price fixing for the great mass of factory products 
and general commodities. 

The ideal of “big business” itself is no doubt private 
monopoly without troublesome commission control. “Less 
government in business” is the slogan of corporation mag- 
nates. When they speak of “rugged individualism” they 
mean the sort of individualism that is possible to a billion 
dollar corporation controlling a large part of the national 
product. “Letting the law of supply and demand operate 
unhindered” means in fact letting it operate under 
their market domination, with every little independent in 
their industry practically conspiring with them in charg- 
ing identical delivered prices. The great trade associations 
have for years been conducting a nation-wide propaganda 
to amend the Sherman Act so as to legalize private 
monopolistic agreements to control production and to fix 
prices. Coupled with this proposal is the suggestion that 
if this results in “unreasonable” prices, whatever that 
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may mean, the Federal Trade Commission may intervene 
and make things right in some way. If this led to really 
drastic and effective price fixing it would convert the legal 
status of all these industries into that of public utilities. 
If, however, as must be the case, the supervision of thou- 
sands of industrial prices by a single governmental agency 
were merely nominal, it would mean legalizing private 
monopoly. The result would be a plutocratic oligarchy. 
The alternative to socialism, we have seen, is individual- 
ism. But individualism just as truly as socialism is rare 
or impossible in practice in an unmodified form. We hear 
much talk of pure individualism, of unmodified competi- 
tion, and of a complete régime of laissez-faire where every 
trader is free to do whatever he pleases. In reality, such 
things do not exist. Two kinds of competitive individual- 
ism must be distinguished, unregulated and regulated 
competition. When many small producers fairly matched 
in size supplied a single market, a genuine competitive 
price usually resulted. Unregulated competition in the 
field of big business becomes in practice merely a variety 
of monopoly. The partial monopoly found in nearly all 
big business permits discrimination, price wars, and finally 
still greater monopoly. Those who are trying to maintain 
competition as the method of fair industrial price deter- 
mination are therefore not championing “the discredited 
laissez-faire doctrine of competition.” The real champions 
of laissez-faire today are the monopolists who demand that 
they be left to do what they please. Others see clearly now 
that competition must be regulated and socialized if it is 
to work to social ends. Discrimination in prices must be 
prevented. Commerce must move in orderly ways under 
rules of fairness and uniformity, as traffic moves more 
safely and swiftly on the public highways in obedience 
to traffic rules and signals. New conditions and corpora- 
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tion practices call for new rules and safeguards for the 
public, but the laws now on the statute books are in large 
part no doubt sufficient to cover the need if mterpreted 
constructively in the light of economic principles. If they 
had been efficiently and impartially enforced, most of the 
uneconomic industrial combination movement would have 
been checked at its very beginning. Efficient independent 
enterprise would have had the chance to survive and 
prosper. 

What, though, about now enforcing existing laws? 
Would that not prevent more mergers? Would it not stop 
the use of identical delivered prices and tacit agreements 
in restraint of commerce? Would it not put an end to 
discriminatory prices in interstate commerce? This cannot 
be doubted. Would the result then not be in large measure 
the restoration to enterprising smaller businesses of the 
right to compete independently? Then, if as there is strong 
reason to think, giant financial mergers are not inherently 
as efficient as independent business, mergers would cease 
to grow, and then would begin to wane and all but the 
most economical would disappear. This contemplates no 
crusade of trust busting, but merely the end of trust 
coddling. 

Minds habituated to the acceptance of bigger and big- 
ger business as inevitable and irresistible are startled at 
such a suggestion. “‘No, no,” they say, “the jig is up.” 
“It is useless to cry over spilt milk.” “That might have 
been done at one time, but it is too late; the trusts are 
here to stay and it is hopeless either to stop their growth 
or to dissolve them now.” 

A noted financial magnate after participating in the 
formation of some of the earlier industrial combinations 
in plain defiance of the spirit, if not the letter of the law, 
leaned back and remarked cynically: “You can’t un- 
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scramble an omelette.” It was a smart saying, but a false 
analogy. A financial merger is not a mess of eggs, it is a 
union under one corporation of ownership rights in sev- 
eral industrial plants. It is as easy to dissolve a merger 
or holding corporation and to distribute the shares as it 
was to enter into a contract to unite the shares to form a 
combination. It is merely a matter of property rights 
and of a legal contract in either case. It has been done at 
times not only under court orders, but voluntarily, as in 
a notable case recently. 

It is impossible to stand still in such matters. We can 
but choose which way to travel, either toward the goal of 
bigger and bigger, more and more financial concentration 
of the control of industry, with increasing monopoly, or 
in the opposite direction toward less centralization and 
more genuine and fair competition. Some call this re- 
tracing our steps; they say it is “reactionary.” But to 
others it is a forward movement, to recover ground lost 
by retreat before the surprise attack of the real reac- 
tionaries and their mercenary allies. 

If the nation really desires to recover free markets and 
independent enterprise it can do so if it will but take the 
necessary steps. First, of course, it must be assured that 
whatever be the partisan label, the man in the White 
House and the members of Congress feel with the people 
on this issue. The Department of Justice is the main 
spring in the anti-trust law mechanism. Much of the time 
for forty years it has been either weak or broken. The 
personnel of the Federal Trade Commission must be 
chosen with as much regard to their broad and specialized 
economic training as the judges of the Federal Courts are 
chosen with regard to their life-long legal experience. 
Finally—tlet us not blink the truth—the next few appoint- 
ments to the Supreme bench must enlarge the quota of 
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liberal, socially minded and economically informed mem- 
bers of that tribunal. As Mr. Dooley sagely remarked 
many years ago: “The Supreme Court follows the election 
returns.” 

The unhealthy financial concentration of industrial 
power in the United States is a part of the larger problem 
that has grown out of the abuse of the corporation device. 
The remedies for this have been discussed more fully in the 
earlier chapter on “Business Incorporated,” to which 
the reader is referred in this connection. In parts, too, 
the abnormal financial bigness of industrial corporations 
is a sort of cancerous growth of bad banking methods, 
as is graphically shown in the preceding Chapter on 
“Banking and the Stock Market.” 

American democracy must put its house in order. It 
must stop the policy of drift in these matters. It can do 
whatever it has the will to do. With some needed changes 
in the laws regulating corporation practices and ending 
flagrant, well recognized abuses; with a clear understand- 
ing as never before of the real nature of the monopoly 
problem; and with the effective enforcement of existing 
laws for their intended purpose, the situation and condi- 
tions of business in this country may be transformed into 
accord with the nation’s ideal and the nation’s will. If 
not—, then the outcome is equally clear to view. 
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CHAPTER VIII 


REGULATING THE POWER AND LIGHT 
INDUSTRY 





BY LESLIE THOMAS FOURNIER 





REVAILING methods of utility regulation have 

been under fire for several years. Increasingly since 
1925 intelligent critics, as well as others not so intelligent, 
have talked about the breakdown of commission control. 
The tendency to take stock of the results of commission 
regulation is now widespread. Electric power control has 
become a political issue and the possibility of an aroused 
public opinion has inspired legislators to take action. As 
a result, special investigating committees have been ap- 
pointed in several states to study the situation. The re- 
ports of these committees have thrown a floodlight upon 
the workings of the regulatory bodies and in some in- 
stances reforms have already been initiated. The most ex- 
haustive study was made by the New York Commission on 
Revision of the Public Service Commissions Law. Its ma- 
jority and minority reports, submitted to the legislature 
on March 1, 1930, together with the record of the hearings 
contain a mine of information concerning current prob- 
lems of regulation. There was agreement among the mem- 
bers of the Commission as to the conditions that exist 


and as to most of the proposed remedies. The principal 
214 
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difference of opinion arose in connection with suggestions 
for solving the valuation problem. 

Nor has the federal government been content to let the 
states do all the investigating. Almost continuously since 
1925 some phase of the power industry has been under 
investigation by the Federal Trade Commission. The 
power industry is no longer a local utility. The buying 
up of local operating companies has brought the major 
part of the electric power industry under the control of a 
few large holding companies. Hence the charge that in- 
creasing concentration of control was fast creating a 
power trust was responsible for the Norris resolution 
adopted by the Senate in 1925. This measure ordered a 
survey by the Federal Trade Commission of the organiza- 
tion, control and ownership of electric power companies 
‘and was the beginning of a series of resolutions calling 
for investigation of the industry. Important power issues 
were before the federal government. The prospective de- 
velopment of the very large power projects on the Colo- 
rado River, at Muscle Shoals and on the St. Lawrence 
was under debate in Congress. Senate progressives spon- 
sored public ownership and operation of these projects 
for the purpose of having a yardstick against which to 
measure the performance of privately operated utilities. 
This was their answer to a growing conviction that regula- 
tion alone with the present lack of standards cannot cope 
with the power of the large private interests. 

During this period the power interests had not been 
idle. They were highly organized through their trade asso- 
ciation which dates back to the early days of the industry. 
Moreover they had recently perfected an organization for 
the dissemination of public utility information and thus 
were well fortified against the public ownership propa- 
ganda. And to top their system of “education,” the power 
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interests organized in the national capital what has been 
called “the most powerful lobby in the history of the 
nation.”” However it was impossible to forestall the elabo- 
rate investigation proposed by Senator Walsh of Mon- 
tana. To be sure it was sidetracked from the United States 
Senate to the Federal Trade Commission. Yet the subse- 
quent investigation by this body, first, of the publicity 
and propaganda activities and later of the financial de- 
velopment and intercorporate relationships of the power 
industry was conscientious, able, and thorough. The 
record dealing with the methods, character, and extent 
of the power propaganda is in excess of eleven thousand 
pages and is the result of three years of investigation. 
The study of intercorporate and financial relation- 
ships continues with an even bulkier record. Much more 
inside information of malpractice has been uncovered 
than the supporters of the Walsh Resolution ever an- 
ticipated. 

The holding company has come in for its share of in- 
vestigation, with three federal bodies conducting some- 
what parallel studies of the control and intercorporate 
relations of electric power companies. These bodies are 
the Federal Trade Commission, the Federal Power Com- 
mission, and the House of Representatives. Unquestion- 
ably the revelations and disclosures of these various 
investigations, both state and federal, will have a correc- 
tive effect upon the future development and control of the 
industry. As a result the opportunities for improved 
regulation of utilities are more promising than they have 
been in years. 


State Commission control of local utilities began 
twenty-five years ago when New York and Wisconsin each 
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inaugurated a public utilities commission. Their example 
was rapidly followed in other states either through the 
creation of new state bodies or through the enlargement 
of the jurisdiction of the existing railroad commissions. 
Every state, except Delaware, now has its public service 
commission, although the laws defining their jurisdiction, 
their powers and methods of operation are far from uni- 
form. Commissions in seven states have no jurisdiction 
over electric light and power companies; only thirty-four 
commissions are authorized to control accounting prac- 
tices of privately owned power companies and the control 
of security issues is granted to no more than twenty-three 
commissions. While the Public Service Commission marks 
a vast improvement over the days of direct legislative or 
local control, the forces of control have not kept pace 
with the rapidly developing power industry. Opinions may 
differ as to what is wrong and as to the appropriate reme- 
dies, but few will deny that the effective control of the 
utilities is one of the outstanding problems now demand- 
ing public attention. 

What is wrong with commission regulation? The prin- 
cipal weakness relates to the control of rates. Adequate 
protection to the consuming public requires that rates be 
at the lowest level consonant with efficient service and a 
fair return to the utility investor. This means that gross 
revenues must be sufficient on the average to cover reason- 
able operating expenses, including maintenance, deprecia- 
tion and taxes and yield in addition a fair return on the 
investment in the utility. Commissions therefore must 
exercise appropriate control over the expenditures of an 
operating utility particularly if there is any doubt as to 
whether such expenditures are made on the basis of free, 
competitive bidding. This is one of the problems created 
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by the utility holding company. Moreover, rate control to 
be effective must be certain, definite and expeditious. In 
times of rapidly advancing costs, rates must be raised 
promptly if utility credit is to be conserved. And when 
consumers are entitled to lower rates, they should not have 
to wait for them three, four, five, or six years after a rate 
case is instituted. 

Theoretically it would seem to be a relatively simple 
administrative matter for a commission to supervise the 
operations of a utility company. By prescribing uniform 
accounting rules, and exercising careful control over the 
issuance of securities and the acquisition of properties, 
together with vigilant supervision of operating expenses, 
the determination of a fair general level of rates should 
present no great obstacles. That there have been obstacles, 
which to many appear insurmountable, may be charged 
to the valuation bugbear. To it may be attributed the fact 
that the control of rates particularly in the past ten years 
has been rendered unduly cumbersome, time-consuming, 
and almost totally ineffective. 

The difficulties arise partly from judicial decisions in 
past rate cases and partly from the indefiniteness of the 
regulatory statutes. When utility companies first ap- 
pealed to the courts for protection against rates which 
denied them a reasonable return on their investments, the 
courts recognized the necessity of appropriate standards 
of fairness. The idea of a fair return implied a rate of 
return on some base. How should the base be determined 
—by the par value of the securities issued by the utility 
company, or by the actual money invested in the util- 
ity properties, or by the present cost of replacing the 
properties? It was by no means an easy matter to 
decide. 


The first criterion was of little value since the securities 
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had been issued subject to little or no control and were 
liberally watered. Nor, in the absence of accounting con- 
trol, was it possible to determine the actual investment in 
the properties. Under the circumstances the Supreme Court 
of the United States resorted to the indefinite rule of fair 
value, first announced in 1898 in the famous case of 
Smyth v. Ames, that rates fixed by legislatures or com- 
missions must provide for a reasonable return on the fair 
value of the properties used in the public service. The 
Court said that in order to ascertain fair value, repro- 
duction cost and original cost of the properties were to 
be considered in addition to other factors, and were to 
be given such weight as might be fair in each case. At 
that time present value was regarded as a check upon 
excessive original cost, as well as a substitute for records 
of cost which were either lacking altogether or untrust- 
worthy. Thus was opened the controversy concerning 
valuation, or more properly the rate-base, which has been 
argued so fiercely and at such cost in the past ten or 
fifteen years. 

The controversy over the valuation issue became more 
intense with the rise of the price level following the world 
war. As construction costs rose, there was often a wide 
difference between reproduction cost and the actual or 
original cost of utility properties, particularly as to prop- 
erties which had been largely installed before the war at a 
lower level of prices. Sharp conflicts arose between the 
utility interests and the regulatory bodies, and the courts 
came to play an increasingly important part in regula- 
tion. In case after case the Supreme Court favored the 
plea of the utilities that they were entitled to a rate base 
reflecting the present value of their properties, even 
though such a valuation exceeded the original cost. While 
not ruling in any case that reproduction cost must be the 
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sole determinant, the Court has refused to allow this 
factor to be disregarded entirely. 

The resultant situation is clearly described in the ma- 
jority report of the New York Commission on Revision: 


“There is no problem confronting the utility man- 
agers and the public today in any way comparable to 
the problem of valuation. Upon its proper solution, as 
upon nothing else, depends the future of public utility 
supervision and control. Nor is there any problem which 
is more complex and about which opinions, official and 
unofficial, are so much at variance. 

“The Supreme Court, the chief source of the defini- 
tions of what constitutes value, is often divided within 
itself. Its decisions taken altogether, lay the ground for 
methods of determining values that permit of a great 
variety of interpretations and emphases. In these de- 
cisions intangibles are recognized, concerning which the 
most expert technicians fail to agree. The way is open 
for inflation of claims by the companies, which if court 
decisions be taken as a criterion sometimes run into 
hundreds of millions of dollars.” 


The minority report of Professor Bonbright was even 
more denunciatory of the valuation “nightmare”: 


“Partly because of the indefiniteness and uncertainty 
of the very meaning of ‘present value,’ but even more 
largely because of the difficulties inherent in any ap- 
praisals of large, complex properties, we believe that 
the existing scheme of rate control by means of recur- 
rent property valuations has broken down, and will 
continue to break down because of its administrative 
difficulties. That it has in fact broken down in New 
York we believe to be a fair conclusion from the testi- 
mony adduced before this Committee.” 


Much was made of the fact that the Public Service 
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Commission did not have on file an up-to-date valuation 
of the physical and intangible properties of the utilities 
under its jurisdiction. Nor, in fact do any of the state 
commissions possess such a measuring rod. The various 
utility commissions have wholly lacked the funds necessary 
to make any systematic valuation of the properties subject 
to their control. Furthermore, large appropriations to 
make such appraisals would not solve the difficulty, since 
under the “present value” doctrine, a valuation may be 
out of date shortly after it is determined. Some supporters 
of the existing theories of rate control contend that once 
a valuation has been made it can be kept up to date by 
various short-cut methods, such as the application of price 
indices designed to make corrections for any change in 
unit prices of the indices. Others, while not denying that 
a revaluation of utility properties should cost less than 
the first comprehensive appraisal, claim that the use of 
short-cut devices will fail to give even approximately ac- 
curate results in the case of any rapidly growing utility 
property. It is asserted that on account of the importance 
of obsolescence due to constant technological improve- 
ments, no application of current index numbers could 
suffice to bring down to date a valuation of an electric 
power property. 

Some observers contend that the public utility corpora- 
tions have found in the concept of “present value” a most 
satisfactory means of undermining effective regulation. 
For when a commission has been zealous in its attempt to 
defend the public interest, the utilities have appealed to 
the courts. In effect, this practice makes the presentation 
before the commission a mere formality, which neverthe- 
less involves great expenditure of time and money. The 
real test comes in the federal court with its congested 
dockets. This necessitates the appointment of a “master” 


222 FACING THE FACTS 


or referee to hear the evidence. Usually several months 
elapse in the process of choosing a master agreeable to 
both sides. The master proceeds to hear the evidence, start- 
ing the case from the beginning with total disregard of 
the record already developed before the commission. 
After possibly a year longer the hearings are concluded 
and the master renders his decision. Then the case goes 
before the District Court, which reviews the master’s de- 
cision. The action may not be finally disposed of until it 
reaches the Supreme Court of the United States. The 
entire procedure before the commission and the courts 
may take five years or more. If not more than five years 
have elapsed, the procedure has been expeditious. Yet 
when the action is legally settled so much time has elapsed, 
and operating and other conditions have changed so 
materially, that in all probability a new case should be 
started. After a few experiences of this kind commissions 
are ready to negotiate and compromise with the utility 
corporations, or they lose their sense of initiative and 
hesitate to undertake a rate case. They know that the only 
result would be a protracted and unequal battle in the 
courts. 

The second major problem of regulation is presented by 
the holding company. Within the past fifteen years the 
control and management of great numbers of local utility 
companies throughout the United States have been cen- 
tralized through the medium of a few great holding com- 
panies. Ten great groups of systems do approximately 
three-fourths of the power business of the country. To 
retain the advantages of the combination movement, yet 
at the same time eliminate its abuses is one of the im- 
portant problems that must be faced. 

Prior to the current business depression, the holding 
company was praised by those who had their eyes on its 
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undoubted advantages and was severely condemned by 
those who saw in it possibilities of abuse and profit to 
insiders at the expense of the consumer and the investing 
public. Today, after the unsavory publicity given to its 
practices, very few people outside utility circles are will- 
ing to defend the holding company in its present develop- 
ment. Financial breakdown of many of the more important 
utility holding companies with severe losses to investors 
has resulted from undue pyramiding and fair-weather 
financing, together with the effects of a growing realiza- 
tion that the public will no longer stand for the iniquitous 
profits derived from service charges collected from the 
operating subsidiaries. When we consider the remarkable 
stability of the earnings of the underlying operating 
companies during the current business depression, the 
uneconomic character of the utility holding company 
structure stands clearly revealed. 

The initial holding company movement was sponsored 
for financial and business reasons by equipment houses 
and engineering firms, such as the General Electric Com- 
pany and Stone & Webster. Thus the Electric Bond and 
Share Company was organized in 1905 by the General 
Electric Company to hold stocks that the General Electric 
obtained in exchange for electrical machinery sold to local 
operating companies. Later, the Electric Bond and Share 
Company was used to promote the financial strength of 
new utility companies and to increase the sale of electrical 
goods. To accomplish these purposes it organized several 
holding companies which in turn purchased the junior 
securities of numerous operating utility companies. The 
local company sold its securities to the holding company 
and the holding company sold its bonds and non-voting 
stocks to the public. Control was always retained by the 
group which sponsored the holding company. The credit 
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of the holding company was stronger than that of each 
local company and the diversity factor seemed to appeal 
to the investor. Several elaborate groups of holding com- 
panies were developed in this manner, and in each the 
Electric Bond and Share Company retained sufficient 
voting stock to give working control. Then through the 
holding company in each group, service contracts were 
procured, whereby the Electric Bond and Share Company 
renders financial, engineering, and management supervi- 
sion for the various operating companies in return for 
fees. 

The advantages of the holding company consist there- 
fore: (1) im financing the local operating companies 
probably on better terms than they could command in- 
dependently; (2) in rendering expert engineering and 
construction services; (3) in pooling the purchasing re- 
quirements of many subsidiaries; (4) in giving small local 
companies the benefit of expert managerial talent; (5) in 
improving the quality and reliability of service in small 
communities. 

While the combination of widely scattered companies 
was taking place, technological developments were bring- 
ing about another type of consolidation. Improvements 
in the art of generating, transmitting, and distributing 
power over large areas made it economical to consolidate 
areas previously served by independent companies. Thus 
a single station or at most a few large generating stations, 
radiating a network of transmission lines, was made to 
serve a number of communities. This was usually accom- 
plished by one company purchasing outright or merging 
the previously separate companies or by acquiring finan- 
cial control of their voting stocks. The continuation of 
this movement was manifested by a rapid amalgamation 
of properties in the decade 1920 to 1930. Unfortunately, 
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the scramble by rival holding companies for local operat- 
ing companies has materially hindered the most economi- 
cal grouping of properties from a technological and 
operating standpoint. In the opinion of an outstanding 
authority, “the unfortunate and wholly irrational ‘gerry- 
mandering’ of the country that has resulted from the 
uncontrolled expansion of rival systems of holding com- 
panies” is one of the chief indictments of the holding 
company movement. 

A second indictment is capital inflation and the un- 
sound pyramiding of holding company upon holding 
company. Control of local companies was frequently at- 
tained through the purchase of securities at greatly in- 
flated prices. Moreover, holding companies have often 
overvalued their corporate assets in order to give an 
appearance of solidity to the volume of securities they 
were issuing. The holding company has been free from 
regulation, either state or federal, and its promoters 
have all too often made the most of their opportunities. 
This is a criticism of the use made of the holding 
company rather than of the holding company device 
per se. 

The electric power and light industry has had an ex- 
traordinarily rapid growth, requiring the investment of 
nearly a billion dollars annually over the past ten years. In 
raising the enormous amount of capital required by its 
operating subsidiaries, the holding company has proved 
an effective financial instrument. But the financial and 
managerial advantages of combination might have been 
attained through a simple holding company set-up. They 
certainly did not necessitate the intricate corporate struc- 
tures that have been erected with holding company piled 
upon holding company and with the attendant pyramiding 
of control. 
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The chief criticism of the holding company, as a 
financial device is that it has been used to accomplish an 
unhealthy concentration of control without any corre- 
sponding investment. Through the pyramiding of com- 
panies, through the issue of preferred shares without 
voting power, and the increasing use of non-voting com- 
mon shares, the actual control of an entire utility system 
lies in a comparatively small amount of closely held voting 
stock. For example, legal control of the billion dollar 
Associated Gas and Electric System rests with stock hay- 
ing a book value of 8 million dollars. It has been argued 
that this criticism is largely academic since the ordinary 
safeguards of public opinion and the law are more effec- 
tive against abuses of holding company managements than 
would be a diffusion of voting control among the investors 
in the industry. That this argument is thoroughly un- 
sound, current experience is all too tragically demonstrat- 
ing. The only effective safeguard against managerial 
abuse is the power to vote the management out of office, 
coupled with adequate corporate publicity. If these are 
absent, a company or system of companies may find its 
credit ruined or its good-will impaired by policies designed 
to profit a small group of insiders alone. Today many 
investors in holding companies are paying the penalties 
for short-sighted financing and for the inflation of asset 
values which the current price deflation has wiped out. 
The dangers to both investors and consumers of making 
a rate-base fluctuate with the changing price level have 
been set forth in no uncertain language by Justice Bran- 
deis and others. But in the flush years of prosperity, asset 
values were frequently set-up on the books of holding 
companies and in some cases on the books of operating 
companies based on the shifting sands of reproduction 
costs. In this period of deflation the cost of reproduction 
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theory of valuing utility property for which the utility 
interests have contended so strenuously in the past dec- 
ade, has come back on them like a boomerang. 

The third indictment of the holding company is the 
profit-yielding service charge. The critic with his eye 
on the Ontario Government-owned super-power system, 
which serves over 450 municipalities and which furnishes 
the municipal distributing systems all the financial, en- 
gineering and managerial assistance of the American 
holding company at cost, shakes his head and claims 
that we are paying too big a price for the luxury of 
holding company control organized to profit a small group 
of junior security holders. 

Professor Bonbright in an address before a Round 
Table Conference on Regulation, clearly stated the only 
reasonable point of view: “How any men with a high 
sense of business honor can support the prevailing sys- 
tem of service contracts, which permits the executives 
of the parent concern to dictate the prices at which the 
subsidiaries shall buy services from the holding com- 
pany and therefore from themselves, is more than I 
can see. The evil should not be temporized with or 
merely mitigated. It should be cut out root and branch. 
The profit-making service charge must go.” Fortunately 
there is evidence that the more progressive leaders in the 
industry have seen the hand-writing on the wall. In a 
recent address Mr. Floyd Carlyle, chairman of the Board 
of Directors of the Niagara Hudson Power Company and 
the Consolidated Gas Company, both billion-dollar cor- 
porations, pointed out that the utility company’s task is 
to generate and distribute electricity at fair and reason- 
able prices. He declared that efforts to evade or circum- 
vent that formula are fundamentally dishonest, and are 
not representative of the best leadership in the industry. 
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The Commonwealth and Southern system has developed a 
method of retaining the advantages of a central service 
organization and at the same time eliminating the profit- 
making service charge. All the stock in the service com- 
pany is owned by the operating utilities and not by the 
holding company or its officers. Services are rendered 
approximately at cost and earnings in excess of cost are 
turned back to the operating companies in the form of 
dividends. If the dividends thus received are regarded 
as part of the fair return of the operating company, 
this solution of the service charge seems to be a happy 
one. 

Some of the large groups still refuse to codperate with 
the regulatory authorities in abolishing the service charge 
evil. Within the past year the public service commissions 
in New Hampshire and New York have severely ar- 
raigned the Associated Gas and Electric System on this 
score. The practices of this company and its obstructive 
tactics, brought out in the reports of the two Commissions, 
deserve the severest condemnation. For example, in the 
years 1930 and 1931, twelve New York operating com- 
panies paid fees aggregating nearly 8 million dollars to 
various affiliated corporations in the system. When ques- 
tioned as to the basis for the charges and payments made 
for the various services to the operating utilities, officials 
of the system declared that they were not obliged to show 
proof of the cost of performing the services and that they 
did not intend to do so. According to a statement given 
to the press, the Associated company held that the Com- 
mission had no right or power to question the propriety 
of the charges or to substitute its judgment for that of 
the directors. The experience of the New Hampshire and 
New York regulatory bodies with the Associated com- 
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pany, together with other disclosures mentioned above, is 
definite proof of the crying need for an all pervasive 
regulation of the activities of holding companies. 


While the valuation issue and the problems connected 
with the activities of holding companies are of paramount 
importance in accounting for the “crisis in public con- 
trol” they do not stand alone. To begin with many of the 
state laws defining the powers and duties of the state com- 
mission are woefully inadequate. Some give no control 
over such matters as accounting, security issues, mergers 
and combinations, or they fail to give the commission 
power to initiate a proceeding on its own motion. Yet we 
have now had enough experience to draft a uniform public 
utilities law that would be adequate to cope with the cur- 
rent problems of regulation. A uniform system of ac- 
counting control that will adequately regulate the 
operation and rate policies of the utility companies should 
be adopted, and more definite standards for the determina- 
tion of reasonable rates should be developed. In this con- 
nection the establishment of special research divisions in 
some of the commissions, notably in Wisconsin and New 
York, is a hopeful sign. This should lead to intensive 
studies of cost accounting, cost of service and rate struc- 
tures and methods of promoting efficiency,—studies which 
would be available for other commissions not having re- 
search facilities. 

Only by careful cost analysis can standards of reason- 
ableness for the different classes of service rendered be 
developed. For example the cost of distribution is of 
primary importance to the small consumer classes, namely, 
(1) domestic (residential) service, (2) small light and 


230 FACING THE FACTS 


power (commercial), and (3) municipal lighting. Over 
sixty per cent of the revenues of the power industry come 
from these groups although they use only thirty per cent 
of the power generated. The current consumed by each 
class and the revenues derived therefrom in 1931 were as 
follows: 


Kilowatt Hours Revenue 
Domestic, including 
muralist see ee 11,785,000,000 $ 686,000,000 
Small light and 
POWER omisn holes 13,837,000,000 569,000,000 
Municipal street 


lighting ...... 2,318,000,000 98,000,000 
27,940,000,000  — $1,353,000,000 


Commenting on these figures, Mr. Morris L. Cooke, 
member of the New York State Power Authority says: 


“If we assume that the ‘transmitted current’ used in 
these services was worth on the average 114 cents per 
kilowatt hour (the national average for wholesale 
transmitted power being somewhat less—1.42 cents) 
the part of selling price attributable to the power 
itself would total $419,100,000. Subtracting this from 
the $1,353,000,000 charged for these services leaves 
$933,900,000 to be justified as the cost of distribution. 
Without discussing the question as to whether it is too 
much or too little surely we can agree that it is too 
large a charge to be levied without reasonable proof 
as to its approximate justice. My own studies lead me 
to believe that the cost of distribution is just about 
twice what it should be. The question in my mind is 
what part of this seeming overcharge of between 400 
and 500 million dollars a year can be prevented 
through regulation.” 
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Some observers hold that one of the most valuable 
standards for furnishing a check upon the efficiency of 
utility operations and upon rate policies can be achieved 
through a system of cost accounting. This would require 
a classification of the capital and operating expense items 
in such a manner as to effect a separation of generation, 
transmission, distribution and general costs. Sub-classifi- 
cations under each main division would segregate the costs 
of the various classes of service,—power, commercial, 
domestic, etc. The power interests vigorously contend that 
it is impossible to effect such a cost differentiation with 
any degree of accuracy and that even if it were possible 
the results would be of no particular value for rate- 
making purposes. Yet there is good reason to believe that 
the argument against the development of such standards 
has been overworked and that the time has come to study 
the subject thoroughly. Under present day conditions in 
the power industry, due to central generation, diversified 
service, interconnection and more balanced load condi- 
tions, the arguments against cost allocation for different 
classes of service have well nigh disappeared. Moreover, 
since spokesmen for the power industry repeatedly claim 
that rates for domestic service, against which most of the 
current criticism is levied, simply cover the actual cost of 
service and in some cases fail to cover such cost, it is time 
that Commissions developed standards to test these claims. 
It is believed that a careful administration of a system 
of cost analysis would remove much of the uncertainty and 
controversy from the task of rate control. 

Inefficiency is a common weakness of public service com- 
missions. It is not enough to pass a satisfactory statute 
if there is not a competent body to enforce it. None of 
these statutes is self-enforcing. To handle problems in- 
volving industries of such large size and importance de- 
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mands the most capable administrative personnel that can 
be obtained; yet political considerations, combined with 
inadequate salaries result in the staffing of these bodies 
with men who all too often are utterly incompetent for the 
job. Consequently regulation becomes practically worth- 
less either because the commission is inactive or because 
it simply is not competent to cope with the more able 
talent of the private companies. The salaries received by 
members of the state commissions are notoriously low com- 
pared with those offered by private enterprise for work 
of comparable degree of specialized ability. In twelve 
states the commissioners receive less than $4,000 a year 
and in each of twenty states less than $75,000 a year 
covers the total expenses of the commission and its staff. 
The result is that routine duties frequently take up all 
the time of the commissioners and leave them no oppor- 
tunity for aggressive administration in the public interest. 
This has led some observers to say that if there has been a 
“failure” of regulation in these states, it is really a failure 
of appropriations, since regulation with well-staffed com- 
missions has not been tried. Public service commissioners 
are human beings, and when they are overworked with 
daily routine questions, they can hardly be blamed for 
pursuing a policy of “letting sleeping dogs lie.” The fault 
rests primarily with the public which accepts com- 
placently the pretense of regulation without its reality. 

Attention must be directed in the future to an im- 
provement of regulatory technique. It goes without saying 
that the sine qua non of improved technique is a clearing 
up of the valuation problem. But equally important is the 
attitude which a commission takes toward its work. Should 
it regard itself as a court to which complaints by con- 
sumers or utilities may be made, and before which testi- 
mony is produced on the participants’ own resources? If 
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so, it must be remembered that the company’s testimony 
is presented by an array of expert talent and the cost is 
charged to operating expenses and paid by the consumers. 
Even when a municipality rather than an independent 
group of consumers makes a complaint, it cannot avail 
itself of the resources of the private company. To meet 
this situation in New York, the Revision Commission rec- 
ommended that the office of People’s Counsel be created 
and assigned to the Attorney-General’s staff, to act as the 
representative of the consumer’s interests before the Com- 
mission and in the courts. A bill providing for this was 
wisely vetoed by Governor Roosevelt on the ground that 
it would weaken the Commission as a public body -and 
would reduce the Commission to a mere utility court 
in which the people would have to fight their unequal 
battles against the huge resources of public utility cor- 
porations. 

A more appropriate remedy for the inarticulateness of 
the consumer is a redefinition of the proper functions of 
the public service commission. It must be given a man- 
date to become an aggressive, fact-finding, administrative 
agency charged with the duty of proceeding, on its own 
motion, to search out all the facts and decide upon those 
facts, assuming full responsibility for protecting the pub- 
lic interest. But to do so it must have an adequate engi- 
neering, accounting, legal, and economic research staff 
and it must have the financial resources to perform this 
kind of regulation. In this connection, one of the most 
hopeful signs on the regulation horizon is the application 
of the principle that the utility companies should pay the 
cost of their regulation. In an increasing number of states, 
the utilities are required to bear that cost in whole or 
in part. Since these costs are reimbursed out of operating 
expenses, this simply means that the consumer, in whose 
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interests the regulatory body functions, is assessed for 
the protection that he receives, rather than the taxpayers 
of the state at large. But the practice has a significance 
which is just beginning to be realized, which is, that it 
makes it possible for a public service commission to meet 
the utility companies on their own ground and on a basis 
of equality. 

The recently adopted statute in Wisconsin and its ag- 
gressive administration well illustrate the possibilities of 
developing this aspect of regulatory technique. The 
statute, which became effective in June, 1931, provides, 
in part, that whenever the Commission, in a proceeding 
on its own motion, on complaint, or upon application 
made to it, shall deem it necessary to (1) investigate the 
books, accounts, practices or activities or (2) make ap- 
praisals, then the public utility investigated shall pay the 
expenses reasonably attributable to such investigation or 
appraisal. The total amount which any public utility shall 
be required to pay in any year shall not exceed one-half 
of one per cent of its gross operating revenues from its 
operations within the state. The Wisconsin Commission 
has already found the statute extremely useful. In July, 
1931, the Commission on its own motion ordered a state- 
wide investigation of the books, rate structures and 
general activities of the Wisconsin Power and Light Com- 
pany and the Wisconsin Telephone Company. The rea- 
sonable expenses of these investigations will be charged 
to the companies. It has enabled the Commission to 
engage experts to assist in the investigations with the 
result that public control in Wisconsin has been ma- 
terially strengthened. Moreover, this type of statute 
should have an excellent psychological effect upon the 
attitude of the utility companies toward regulation. It 
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seems reasonable to expect that they will not be so ready 
to obstruct reasonable rate control, with long protracted 
court battles, when all the experts are no longer on their 
side of the counsel table and when they must bear the 
immediate incidence of the entire cost of the proceeding. 
All in all, this is a most hopeful development provided it 
is reasonably and judicially administered by the com- 
missions. 


We come now to a consideration of various proposals 
to meet the difficulties of regulation attributable to the 
valuation problem. First, to gain a correct perspective 
of the present importance of the problem, it is important 
to note that most of the complications caused by the valua- 
tion issue in the past fifteen years have been due to a 
fundamental discrepancy between the actual dollar in- 
vestment in most utility properties and the cost of re- 
producing those properties. It was natural under the 
circumstances for the public utility interests to strive for 
the higher value represented by reproduction cost just as 
it was natural for the defenders of the consumers’ inter- 
ests to contend for the actual investment base. However, 
it is quite unlikely that the controversy would have been 
so fiercely fought with its attendant unsatisfactory ef- 
fects upon regulation, if it had not been for the large 
differences in values that were at stake. But, considering 
the fact that almost two-thirds of the capital in the power 
industry was invested in the decade 1920 to 1930, the 
discrepancy between cost of reproduction and actual in- 
vestment was becoming smaller year by year. Moreover, 
with the present deflation of prices (which has affected 
utility construction costs although not in proportion to 
the decline in the general price level) the cost of reproduc- 
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ing many utility properties is now less than their original 
cost. It therefore seems reasonable to expect that for the 
present and for several years to come controversies over 
fair value will not regain their former importance, even 
if the value of the dollar returns to the approximate level 
of 1922-29. For this reason alone the possibilities for more 
successful regulation of the power industry are greater 
now than they have been for years. Nevertheless, for the 
very reason that there is now a lull in the valuation 
struggle, the time is opportune to attempt to secure a 
more definite valuation basis than we have had in the 
past. 

The majority and minority of the New York Revision 
Commission each developed a comprehensive plan to 
achieve this end. The proposal of the minority, based 
largely upon the suggestions of Dr. John Bauer and 
widely known as the “Bauer plan,” recommended the 
statutory establishment of a definite and stable rate base 
which will not vary with changing price levels. With this 
object in view, the minority proposed that the Public 
Service Commission should first make an initial valuation 
for all property used and useful in the public service as 
of the date of the passage of the act. In making this valua- 
tion, the Commission would take into account all elements 
of value sanctioned under the law of the land as inter- 
preted by the courts, with due allowance for actual 
cost, reproduction cost, intangible values and deprecia- 
tion. The minority recommended that a special Bureau 
of Valuation be created as a division of the Public Service 
Commission to undertake this work. The “initial” valua- 
tion would be written permanently into the accounts of 
the company and would be changed only by the addition 
of new property at its actual cost and by the deduction 
of the book values of property retired from service. In 
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this way the rate base would be kept up to date by a 
system of accounting control and would not be subject 
to reappraisals or to changes in the price level. 

The majority and the minority of the Revision Com- 
mission divided on the Bauer plan on the question of its 
constitutionality. The majority believed that a manda- 
tory fixed rate base could not be sustained in the courts 
in the event of marked change in the price level. They 
therefore recommended a program substantially parallel 
to that of the minority except for the mandatory fea- 
ture. 

Initial valuations would be made, then the Public 
Service Commission would attempt to make contracts with 
each utility company concerning its rate base as of the 
date of the agreement. The contract would last for a 
specified period up to ten years and during this period 
the agreed base would remain unchanged except for addi- 
tions at cost and retirements. At the end of the contract 
period the properties would be revalued and new agree- 
ments would be made. 

Both the majority and minority devoted considerable 
attention to public policy concerning the rate of return 
on utility property and their recommendations were sub- 
stantially similar. As outlined by the majority, an agreed 
rate would be allowed on the initial valuation, “taking 
into account the cost of securing capital by the company 
in recent periods, the financial status of the company and 
other pertinent factors.” With regard to subsequent in- 
vestments, the rate would be fixed by the Commission, “in 
accordance with the actual and reasonable cost of capital 
to the company, whether in the form of notes, bonds or 
preferred stocks.” In the case of additions financed 
through common stocks or out of earnings, an agreed 
rate fixed in the contract would be applied to the total 


238 FACING THE FACTS 


amount of such investment. “It is assumed that such a 
rate would not exceed eight per cent.” 

Another valuable suggestion of the majority and 
minority was designed to stabilize the rate of return for 
each company through provision for a “rate equalization 
reserve.” The latter would be built up out of net earnings 
received in excess of the stipulated reasonable rate of 
return until the reserve reaches a maximum of possibly 
twenty per cent of the rate base. Any deficit in earnings 
below the stipulated rate would be charged against the 
reserve. Provision would be made for automatic decreases 
or increases in the company’s rates for its services when 
the reserve exceeds the maximum or falls below a certain 
minimum. 

The argument against the contract plan is the uncer- 
tainty of persuading the private interests to make the 
necessary agreements, and the fact that after the expira- 
tion of the contract period there would probably be the 
same conflict of interest in revaluing the properties that 
there has been in the past. Because of these considerations 
those favoring the mandatory plan believe that it is better 
to meet the constitutional issue squarely by embodying 
the valuation procedure in definite terms in the statutes 
and that the states should then be prepared to defend 
the new system in the courts in the event of constitutional 
attacks. The claim is made that in the event of a price 
rise, justice to the investor may be achieved by increasing 
the rate of return allowed on the fixed rate base and that 
in any event it is better to take the risk of judicial review 
than leave the question unsettled or uncertain. Professor 
Bonbright in his minority report went so far as to say: 


“So clear is our conviction on this point that, if the 
necessity of submitting indefinitely to the ‘fair value’ 
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standard were to be assumed, we should be ready to 

recommend to your honorable body the immediate 

adoption of a policy looking toward government own- 
ership of the utilities of New York State.” 

The disclosures relating to the activities of holding 
companies have already been a warning to utility execu- 
tives that the public will not stand for such unconscionable 
practices. Nevertheless, comprehensive legislation to meet 
the various problems presented by the hclding company 
is required. Insofar as intercorporate relations between 
parent and operating subsidiary are concerned there ap- 
pears to be good reason, before contemplating federal 
control, to experiment with the methods of control initi- 
ated in 1931 in Wisconsin. While several states have 
recently passed laws to effect an indirect control of in- 
tercorporate relations, the new Wisconsin statute is the 
most far-reaching. It requires every public utility to 
furnish to the Commission the names of each holder of one 
per cent or more of its voting capital stock in order to 
determine whether such holders constitute an affiliated 
interest. “Affiliated interests” are defined to include every 
person and corporation owning or holding directly or 
indirectly five per cent or more of the voting securities 
and including any chain of successive ownership, and 
every corporation which has one or more officers or direc- 
tors in common with the utility. Such interests also are 
declared to include every corporation or person which 
the Commission may determine as a matter of fact after 
investigation and hearing is actually exercising any sub- 
stantial influence over the policies and affairs of a public 
utility. Approval of the Wisconsin Commission is required 
for every contract made with an affiliated interest for the 
furnishing of management, supervisory construction, en- 
gineering, accounting, legal and financial or similar 
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services, and for the purchase, sale, lease or exchange of 
property. Copies of all such contracts or arrangements, 
or a verified summary must be filed with the Commission. 

The Commission shall approve such contracts hereafter 
made only if it shall appear after investigation that they 
are reasonable and consistent with the public interest. No 
such contract shall receive the Commission’s approval 
unless satisfactory proof is submitted to the Commission 
of the cost to the affiliated interest of rendering the 
services or of furnishing property to each public utility. 
Moreover, no proof shall be satisfactory unless it includes 
the original or verified copies of the relevant cost records 
and other relevant accounts of the affiliated interest or 
such abstracts or summary thereof as the Commission 
may deem adequate. The Commission, however, is given 
some discretion to approve or disapprove of such con- 
tracts without the submission of cost records. The Com- 
mission has the power to exclude payments under such 
contracts from the accounts of the public utility in the 
absence of satisfactory proof that they are reasonable 
and shall issue an order directing the public utility to 
cease and desist from making any payments under such 
contracts until they have received the approval of the 
Commission. The circuit court is authorized to enforce 
the Commission’s cease and desist order. 

In the past state commissions have experienced con- 
siderable difficulty in attempting to control the service 
charge. While the regulatory bodies had the right to 
question the reasonableness of the expenditures of an 
operating company, they were practically without power 
to disallow payments made to affiliate companies. Nor 
could a commission substitute its judgment as to the rea- 
sonableness of such payments for that of the manage- 
ment. The courts consistently held that proof of collusion 
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or bad faith in the making of these intercompany con- 
tracts was essential if they were to be set aside. For- 
tunately the decision of the Supreme Court of the United 
States in Smith vs. Illinois Bell Telephone Company in 
1930 seems to have reversed the former position of the 
Court since it held that the reasonableness of the service 
charges must be demonstrated and that the measure of 
reasonableness must be the cost to the parent company of 
rendering the services. It appears therefore that it is up 
to the operating company to justify its payments to the 
parent company by definite proof of the cost to the parent 
company of rendering the services. This is a forward 
step and has paved the way for legislation such as that 
recently instituted in Wisconsin. 

In view of the national importance of utility holding 
companies, federal control of certain of their activities 
has been urged in the interests of uniformity and effective- 
ness. In a bill introduced by Senator Couzens, it is pro- 
posed to give the Federal Power Commission jurisdiction 
to regulate the interstate transmission of electricity which 
at present is inadequately controlled by the states. The 
proposed law also provides for a limited regulation of 
those holding companies which control properties engaged 
in interstate transmission. The regulation contemplated 
includes the power to investigate the books and to pre- 
scribe an exclusive and unified system of accounts, as well 
as control over security issues. While the bill is applicable 
only to holding companies which control properties en- 
gaged in interstate transmission, it is probable that the 
jurisdiction of the federal government can not constitu- 
tionally be extended further. A proper codrdination be- 
tween state control modeled after the Wisconsin plan, 
and federal control as proposed in the Couzens bill will go 
far to cover the necessary regulatory field. 
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In conclusion it should be observed that there is a large 
and growing sentiment in favor of government ownership 
of the power industry that rests partly on the ineffective- 
ness of regulation and partly on the undoubted success 
of many instances of government power systems. Laws 
have been passed in numerous states which give munici- 
palities the right to institute municipal power projects or 
to join with other municipalities in forming public power 
districts. This movement has been particularly active on 
the Pacific Coast, and in the Middle West. For example, 
in 1931 Wisconsin passed laws authorizing the creation 
of power districts whereby communities with publicly- 
owned utilities may unite to serve intervening territories. 
Provision was made for the formation of public power 
corporations to administer public projects and make 
agreements with private companies. The legislature for 
the second time, as required by the state constitution, 
adopted a constitutional amendment to remove the five 
per cent debt limitation on municipalities in connection 
with the acquisition of utility plants. The legislature also 
adopted, for the first time, an amendment to pave the way 
for the state to enter the power business. 

Many observers state their belief that regulation has 
been comparatively successful only in those states or 
areas where the example of successful municipal or dis- 
trict power systems has furnished a yardstick against 
which to measure the performance of the private industry. 
They contend that the further development of intercon- 
nected municipal systems and the public development of 
important water power sites should be encouraged to sup- 
plement the existing system of regulation. Some go far- 
ther and would spend little time in attempting to revive 
regulation. They see a solution for our present difficulties 
only through government ownership. 
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Yet even the most ardent advocates of public owner- 
ship must realize that the private industry is so strongly 
intrenched that its ultimate purchase or replacement by 
public ownership is either visionary or will be long post- 
poned. Hence the real task of the present is to strengthen 
regulation. Unfortunately this will not be easy as long 
as the public is lulled into complacent indifference by 
utility propaganda which proclaims that commission regu- 
lation is functioning satisfactorily. 
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CHAPTER IX 


THE RAILROAD AND ITS COMPETITORS 


BY FRANK HAIGH DIXON 


HE immediate problem before the railroads at pres- 

ent is financial. As the principal agency of trans- 
portation, the railroads from the very nature of their 
function in the industrial process are the residuary 
legatees of the ills that beset their patrons. They cannot 
prosper without traffic. An analysis of their earnings re- 
veals their critical condition. The calendar year 1930 
shows a decline of over 30 per cent in net railway operat- 
ing income from 1929 and the year 1931 a decline of 40 
per cent from 1930. Figures for the first three months 
of 1932 are down 40 per cent from 1931. Obviously, if it 
is not checked, there is but one outcome to this terrific 
downward slide. 

The situation has been intensified by the nature of the 
capital structure within which the industry operates. 
Leaving aside all the improvident and reckless financing 
which has marked the history of certain of the carriers, 
we find a capital set-up for the industry as a whole 
peculiarly vulnerable to an attack upon its credit. Nearly 
three-fifths of the capital structure is in the form of 
funded debt and this proportion has not materially 
changed during the past decade. Railroad bonds held as 


investments by insurance companies, savings banks, and 
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other custodians of investment funds have been imperiled. 
The situation has been aggravated by the laws of cer- 
tain states which require that fixed charges must be more 
than earned to qualify a railroad’s securities as invest- 
ments for savings banks. Summary treatment has been 
needed and various measures have been taken by agencies 
of the government as relief. 

This situation, although acute, is presumably tempo- 
rary. Its passing is fundamentally dependent upon a gen- 
eral lifting of the depression. This chapter is concerned 
rather with the more permanent influences upon the life 
and structure of the industry itself,—influences that are 
likely to affect profoundly its future. These influences 
have made their contribution to the present plight of the 
railroads, and precisely because of the acute financial 
situation, are being subjected to study and attack such 
as they have not had before. I refer to the new or revived 
forms of transportation that are developing into power- 
ful competitors. These are charged by the railroads, and 
by the Interstate Commerce Commission as well, with 
being at least partly responsible for the present critical 
situation. 

Should the railroads have been prepared for this on- 
slaught? 'They must have seen it coming for a decade 
and a half. Yet the measures which they have used to meet 
it have only in part been of a sort that would discourage 
competitors or render their services unnecessary. Through 
organized propaganda they have denounced Congress and 
the regulating agencies as well as the competitors them- 
selves, have attempted to discredit competitive activity in 
the eyes of the public, and have sought to organize public 
opinion in favor of the preservation of their long enjoyed 
superiority. 

Until about the beginning of the war the railroads were 
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basking in the sunlight of their established supremacy. 
After their period of beginnings was over in the 30’s and 
40’s of the last century, their superiority for nearly a 
hundred years was never seriously challenged. They found 
competition in the waterways, but this did not prove to 
be serious. Part of it they destroyed by better service or 
by unfair means of one kind or another, part of it they, 
made innocuous or less threatening by the lowering of 
rates to points where water competition was influential, 
and recouping elsewhere. As a result of this experience, 
the railroads came to feel that they had built up a service 
so far superior to anything theretofore devised and so 
necessary to the public that no other agency of transpor- 
tation could successfully challenge their position. 

The first jolt to their complacency came from water- 
way competition in the second decade of the twentieth 
century when the building of the Panama Canal was com- 
pleted. Just previous to this in 1910 an amendment had 
been incorporated in the Interstate Commerce Act pro- 
viding that when a rate was lowered by a railroad to meet 
water competition, it could not again be raised except 
for some other cause than the elimination of this compe- 
tition. This amendment recognized that water competition 
was at a disadvantage as compared with rail, at least in 
internal commerce, and that if it was to survive it must 
have governmental support. 

Soon after the passage of this amendment came the 
Panama Canal Act of 1913, which announced for the 
country a definite policy concerning water carriers. It 
forbade railroad ownership, direct or indirect, in any ves- 
sel operating through the Panama Canal. Furthermore, 
it forbade continued railroad ownership of any vessel 
operated elsewhere, unless it could be shown affirmatively 
to the satisfaction of the Interstate Commerce Commission 
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that continued railroad ownership would be in the public 
interest, and would not exclude or reduce water compe- 
tition. It was evident that public opinion was determined 
to give the water lines an unrestricted opportunity to de- 
velop into an agency with competitive strength, and that 
the full force of the government would be put behind the 
program. The effect of this amendment so far as railroad 
ownership of water lines was concerned, was to divest the 
railroads of their interest in lake lines and to a very large 
degree in coast-wise vessels. 

For the first two decades of public regulation the rail- 
roads were undisturbed in their policy of meeting water 
competition by lowering rates at competitive points and 
leaving intermediate rates unchanged. This immunity 
from regulation was the result of a Supreme Court de- 
cision nullifying the long and short haul clause of the 
Interstate Commerce Act. However in 1910, this clause 
of the Act was amended and the Commission’s power re- 
stored. A modification of the transcontinental rate struc- 
ture followed, which was more equitable for intermediate 
points but which still allowed water competition to be met 
by lower rates to competitive points on the coast. The 
Canal began operation in 1914 but its use was not con- 
tinuous through this decade. First came physical diffi- 
culties, and then the needs of the war which requisitioned 
all the ships for over-sea service, and for a time water 
competition in this area ceased altogether. But with the 
end of the conflict came the passage of the Transportation 
Act of 1920 which had as its aim the restoration of normal 
operating conditions. Again Congress declared itself un- 
equivocally in favor of freedom of water competition. It 
specifically declared it to be the policy of Congress to 
foster and preserve in full vigor both rail and water 
transportation. Moreover, the long and short haul clause 
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was amended in such a way as to restrict the discretionary 
power of the Interstate Commerce Commission. This 
amendment, combined with the Congressional declaration 
of policy just referred to, which the Commission inter- 
preted as a mandate, has so tied the hands of the Com- 
mission in considering problems of water-rail competition, 
that the railroads have since the war been refused relief 
from the requirements of the long and short haul pro- 
vision in the transcontinental area. To lower intermediate 
rates to the level of the necessary competitive rates at 
the terminals would have disastrously affected their 
revenues. T'o leave the terminal rates as they were meant 
a loss of much of their transcontinental business to the 
water carriers. : 

Furthermore, at the end of the war, the government 
found itself in possession of a surplus tonnage of ships 
which it could not sell. Vessels could be bought or leased 
from the government at bargain prices for operation in 
coast-wise service, and the Shipping Board operated ves- 
sels at government expense in the same service. With little 
supervision these vessels charged rates from coast to coast 
so low that not only were the results devastating to the 
railroads, but unsatisfactory to the shipping interests 
themselves. The result is that waterway competition is 
now a controlling factor on most transcontinental traffic, 
and its influence extends from the coast far inland. 

In order to make available transportation of every 
description for carrying on the war, the government not 
only had built shipping for overseas use, but had taken 
charge of transport on the internal waterways, natural 
and artificial. These projects were all abandoned at the 
end of the war except that which concerned the lower 
Mississippi and the Warrior River in Alabama. This 
government barge line was left in charge of the Secretary 
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of War. In 1924 it was turned over to a government- 
owned Inland Waterways Corporation, to be used as an 
experimental agency in demonstrating the practicability 
of competitive river transportation. The Interstate Com- 
merce Commission was empowered to grant certificates of 
convenience and necessity to the Inland Waterways Cor- 
poration or any others desiring to operate on the water- 
way, and thereupon was to prescribe joint rail-water rates 
and reasonable minimum differentials between all-rail and 
rail-water shipments. This service of the government- 
owned corporation was to continue until navigable chan- 
nels and adequate terminal facilities were provided, joint 
rail-water rates had been published and filed, and private 
parties were ready and willing to engage in common- 
carrier service on the river. Additional capital was con- 
tributed to the Corporation in 1928, and work has been 
undertaken in the Upper Mississippi to deepen the chan- 
nel and to provide adequate terminal facilities. But 
private capital in common-carrier service has not been 
attracted to the waterway to any considerable extent. 
The barge line has steadily improved in efficiency and in 
operating results, and is now earning on the Mississippi, 
including the upper and lower rivers, a surplus above 
operating expenses, including depreciation. Moreover its 
business is steadily growing. But the government has re- 
ceived no interest on its expenditures on the channel nor 
on the capital invested in equipment, and no taxes. 
Without going further into detail it should be noted 
that waterway projects, backed in part by selfish poli- 
ticians and by communities that stand to gain local ad- 
vantage from employment of labor in their districts, and 
in part by those who honestly believe that water trans- 
portation is inherently cheaper than rail, are being 
advocated by individuals and organizations in different 
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parts of the country with varying degrees of insistence. 
The Mississippi River project just described is not an 
isolated undertaking, but includes in its scope the Ohio 
from Pittsburgh to Cairo, and the Missouri from Kansas 
City to St. Louis, both of which are now completed. An 
intracoastal waterway along the Atlantic from Massa- 
chusetts to Florida advocated for many years, is under 
construction. The most ambitious project is the St. 
Lawrence Ship Canal which contemplates a channel to 
tide water and which promises that the farmers will load 
their grain at Duluth in ocean vessels to be unloaded at 
Liverpool. This last project is far in the future but it is 
typical of the extremes to which unthinking waterway 
enthusiasm can go. These are more respectable examples 
out of a mass of projects that have been advocated and 
to some degree adopted by a log-rolling Congress. Great 
Lakes transportation from the standpoint of United 
States internal commerce has been a factor of great im- 
portance in our industrial development, and must find a 
place in any plans for future growth. The location of the 
iron ore fields at the western end of the Lakes and the 
establishment of the steel industry in the Pittsburgh, Lake 
Erie and Chicago districts, rendered feasible a water-rail 
haul from mine to steel plant that was virtually as short 
as any all-rail haul could be. With facilities especially 
adapted to the peculiarities of this huge business, there 
was created probably the most efficient transportation 
service to be found anywhere in the world. In addition 
there is a large and efficiently handled coal movement 
westward, and a grain and flour movement of considerable 
proportion eastward, besides miscellaneous traffic from 
port to port. 

Menacing as is water competition, the railroads are 
facing today an even more serious competitive situation 
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which has developed on the highways during the last 
quarter century. The expansion in the use of motor trans- 
port has been so extraordinarily rapid that the railroads 
have been caught unprepared and are only recently be- 
ginning to recover from their bewilderment and to take 
account of their predicament. Registration figures tell the 
story. In 1895 a total of four motor vehicles, all passenger 
automobiles, were registered in the United States. Ten 
years later there were 78,000, of which 600 were motor 
trucks. From then until 1920 the annual increase of motor 
vehicles registered never fell below 22 per cent and in two 
years reached 50 per cent and over. The war furnished a 
great stimulus to this development as transportation in 
every form was urged and stimulated as a war facility. 
The 1930 registration was over 26 million cars of which 
31% million were trucks. A glance at the registration 
figures of other countries reveals the extent to which this 
form of transportation is an American phenomenon. Only 
three countries in the world outside the United States had 
a registration in 1930 of over a million vehicles, France, 
England and Canada in order, and no one of these reached 
a total of a million and a half. The United States with 
its magnificent distances and a population in which the 
traveling instinct is readily stimulated has seized upon 
this new means of transportation with avidity. 

With this has gone the expansion of highway building 
which has been stimulated by, and in turn has stimulated 
the use of motor vehicles. In 1930 there were about 3 
million miles of rural highway in the United States of 
which 700,000 were surfaced and 128,000 of a high- 
surface type. Mileage of state highways, as distinguished 
from county and local roads, increased about 50 per cent 
from 1921 to 1929. Of the total state highway mileage 
in 1929, less than a sixth was of Portland cement concrete, 
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but it is significant that this type of surfacing increased 
400 per cent over 1921. Whether the entire added cost of 
this type can be charged to the bus and truck is doubtful, 
but at any rate it unquestionably loads the dice in favor 
of the railroad’s chief competitor. 

As the early development of motor transport was in 
the private passenger vehicle, the first evidence of effective 
competition was revealed in the figures of passenger 
traffic. The total number of passengers carried by rail in 
1930 was about 704 million, which was a decline of over 
30 per cent when compared with 1920. Total passenger 
miles for 1931, which is a figure that takes account of 
both number of passengers and distance traveled was less 
than for any year since 1904. The passenger business 
which in 1920 contributed over a fifth of the total trans- 
portation revenue of the railroads, furnished about 14 per 
cent in 1930. To this total the Pullman traffic has been 
making an increasing contribution. Highway transport 
is mostly concerned with the shorter distances of not over 
100 miles, and affects most definitely the short and branch 
railroad lines, in many of which passenger traffic is now 
almost non-existent. But this competition is also steadily 
encroaching upon the longer distance passenger business 
in coaches and likewise, although more slowly, upon the 
through business typified by the Pullman service. The 
one fact that stands out in any close study of the figures 
is that the agency which has played havoc with the pas- 
senger business of the railroad is the private car and not 
primarily the bus, and this has been evident ever since 
the desertion of the railroad began. Its flexibility, its con- 
venience, the freedom of the owner from all restrictions 
of railroad schedule, combined frequently with saving in 
expense, have turned a great body of Americans into 
regular travelers in their own vehicles, and have restored 
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in principle at least the earlier and primitive forms of 
travel, when the individual drove his own vehicle from 
town to town on the primitive roads of the day. With 
improved road surfaces, we are swinging back to our 
original type of travel and deserting the “iron horse” 
which has served us so well for a century. The habits of 
a nation are being metamorphosed—unquestionably to 
the broadening of the mental outlook of the people as a 
whole, and to the great joy and relief of multitudes who 
can escape for a time from the crowded confines of the 
large cities. 

Following the development of travel by private auto- 
mobile, came naturally commercialized forms of passenger 
transportation. Bus transportation began to be of im- 
portance after 1920, and has steadily increased in volume 
since, both in local and in long-haul service. Gradually 
during the decade this organized form of passenger trans- 
port has been extending the length of its route. Evidence 
seems to show that from a fifth to nearly a third of 
the railroads’ loss in passenger business has been to the 
organized bus service. It offers conveniences that draw cer- 
tain types of business away from the railroads, and attrac- 
tions that at least in part create a new patronage of its 
own. Flexibility of routing and schedules and convenience 
of access for the public are its competitive advantages; 
and the novelty of bus travel and the opportunity it offers 
to those otherwise restricted in their outlook, to see the 
country and add some spice to the commonplaces of life, 
accounts for much of the patronage. Of course it lacks 
the safety and as yet the responsibility of railroad pas- 
senger service. Its facilities of comfort and convenience 
for the passenger are distinctly less and greatly inferior 
to those of the railroads, and in general the service is 
slower. 
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As for relative charges, it is quite impossible to gen- 
eralize for the country as a whole. The policy of the bus 
companies is obviously to charge all that the traffic will 
bear and develop the maximum net profit, and it would 
be difficult for the industry as a whole to show that it is 
pursuing any consistent or enlightened policy of charging 
which properly takes into account depreciation as well as 
return on investment. So long as wild-cat busses can come 
and go at will as they still do in many communities, par- 
ticularly in interstate travel where regulation is lacking, 
just so long will we have reckless competition, with one 
bankrupt concern succeeding another. With little required 
in the way of fixed investment, the opportunity is present 
for the bus concern to have its day and then disappear to 
be replaced by another, equally irresponsible. 

The competitive factors that influence the bus charges 
are the private automobile, the railroad, and the inter- 
urban line. What will draw business away from the private 
automobile seems to be an important consideration in short 
haul bus rates. The objection of many to using their own 
cars in heavy traffic sections is a factor, although this 
works quite as frequently to the advantage of the railroad 
as to that of the bus. The time consumed on the highway 
on account of heavy traffic can be employed to better 
advantage or with more enjoyment by the suburbanite 
on the train in perusing his morning paper or sitting in 
on a bridge game. 

Short haul bus rates particularly in sections where com- 
muter traffic is important, show no established relationship 
to rail rates. Long haul bus rates, however, appear to be 
influenced by the rail rates. They are usually lower and 
the differential tends to increase with distance up to a 
certain point, due in part to the greater amount of time 
consumed as compared with rail and undoubtedly to the 
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greater discomfort. It takes something of an inducement 
in the way of lower fare to compensate for the extreme 
discomfort of a long trip by bus—particularly after the 
passenger has tried it once. One of the temporary attrac- 
tions of bus travel in general is peculiarly applicable to 
the long distance class, the opportunity for sightseeing, 
which with arrangements made for stop-overs, adds 
patronage to the movement for seeing America first. 

The number of motor trucks registered has increased 
during the last quarter century from 600 in 1905 to nearly 
3,500,000 in 1930. It is the growth of the last five years 
which has given so much concern to the railroads. The 
Interstate Commerce Commission, after an exhaustive in- 
vestigation, concluded that the volume of highway truck- 
ing expressed in ton-miles, (that is the product of tons 
hauled and distance moved), was 6 per cent of steam 
railroad traffic and that it is growing in the face of the 
depression. Of this volume of truck traffic it is estimated 
that a fifth is interstate. 

It is predominently a short haul business in local areas, 
but the disturbing factor to the railroads is that the 
average hauling distance seems to be steadily increasing. 
A survey of eleven western states in 1930 by the Bureau 
of Public Roads showed that nearly half the business 
traveled a distance of less than 80 miles daily. About 20 
per cent was in excess of 200 miles. Thirty miles is more 
nearly the daily average in the more thickly settled sec- 
tions of the East. Yet with the rapid extension of hard- 
surfaced highways and the increased use of pneumatic 
tires on trucks in the past two years, there are now to be 
found regular operations of from 250 to 300 miles on 
regular routes, and for special hauls the distance has been 
extended to five hundred miles. Distance is determined by 
a variety of factors, of which the more obvious are density 
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of population and presence of jobbing centers, but from 
the operator’s standpoint the question of balanced loads 
has frequently had a determining influence. The Inter- 
state Commerce Commission investigation revealed numer- 
ous instances of hauls of extreme length, such as tires 
from Detroit to Kansas City and Atlanta, 650 to 800 
miles, and automobiles from Michigan factories, for a 
distance of 1,500 miles. 

Concerning the competitive traffic hauled by motor 
truck which would otherwise have been carried by rail, it is 
a commonly accepted generalization that the new agency 
takes the high-class small-quantity shipments, products 
that would require packing or special handling if con- 
veyed by rail, and that there is little competition in the 
heavy carload long distance traffic. This generalization is 
still largely true, but the trepidation of the railroads is 
due to the fact that the situation is rapidly changing and 
that as well-surfaced highways are extended, motor truck 
operators are experimenting more frequently with the 
haulage of traffic previously the exclusive possession of 
their rail rivals. The movement of coal by truck from 
mines to city coal yards or direct to consumers, or from 


_ ports to inland points is being found profitable for dis- 














tances of sixty miles. The Reading Railroad estimates 


that in 1929 approximately 150,000 tons of anthracite 


were hauled by motor truck from the coal region of Penn- 


_ sylvania to areas formerly served by rail, and that the 


total tonnage of anthracite hauled by truck in its territory 
in 1930 exceeded 500,000 tons. In the South the motor 


| truck is being used to handle cotton wherever road con- 
_ ditions permit. This movement began to be of importance 


in 1927 and has increased steadily since. By the use of 
trailers, twenty bales can be carried in one load. The 
flexibility of the service and the availability of the truck 
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to pick up and deliver the cotton at any point desired 
is a saving in expense to shipper and consignee and is an 
important competitive advantage. The maximum hauling 
distance at present in Texas is about 175 miles. 

The point of effective bidding for carload traffic varies 
with the commodity. The few important classes of traffic 
which have wholly escaped truck competition such as iron 
ore, wheat and other grains, generally move in large 
quantities over long distances, and are held on the rails 
because of marketing relationships which govern their 
shipment. Such arrangements may in time be altered to 
the advantage of the motor truck, but at present the 
organization of marketing facilities in products shipped 
for long distances, and handled through exchanges, is a 
significant protection to the railroads against competition. 
The short-haul live-stock traffic to central markets for 
distances of 60 miles more or less is becoming an im- 
portant factor in motor traffic because of advantages to 
the local shipper, but in its long-distance shipments the 
railroad is undisturbed. 

The conclusion must be that the motor truck, granted a 
satisfactory road-bed, will develop its traffic wherever it 
can make its peculiar competitive advantages effective, 
that is, its flexibility, its speed, its avoidance of packing 
requirements and rehandling, its pick-up and delivery 
service, and its capacity to perform special services, such 
as taking orders, inspecting goods purchased, making col- 
lections, or putting household furniture in place for im- 
mediate use. 

Organization of the trucking business by motor divides 
itself naturally into three classes, owner operator, contract 
carrier and common-carrier. The last class, which places 
itself under obligation to serve the public without dis- 
crimination and at reasonable rates and to maintain 
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schedules, the class which first comes to mind when the 
competitive struggle with the railroads is under discussion, 
is of little consequence in motor truck transportation. All 
of the advantages of the common-carrier with none of the 
legal liabilities can apparently be secured under the con- 
tract carrier organization, where the operator makes a 
separate contract with each shipper for individual hauls 
or for a stated term. Moreover, he is free to seek profitable 
types of traffic and to abandon the unprofitable at will. 
The restriction placed upon common-carriers through 
certificates of convenience and necessity makes this form 
far less profitable, and hence unpopular with operators 
except in sections of assured traffic over established routes. 
As yet by far the larger part of motor traffic is handled 
by owners in their own vehicles. This extends from a single 
delivery service from retailer to consumer through the 
whole range of business relationships, including whole- 
saler and manufacturer. It includes such operations as 
the trucking organization of the Atlantic and Pacific Tea 
Company from its warehouses to its retail stores, and the 
delivery for long distances of automobile tires from the 
manufacturer to the wholesale warehouses and from there 


_ to retail distributors. It includes the extensive organiza- 


tion of gasoline distribution for sale from service stations 
scattered throughout the country, which is now being 
linked up with pipe-line distribution of gasoline—another 


- threat to railroad freight revenue. This form of distribu- 


tion from manufacturer to wholesaler, to retailer, to con- 
sumer, under one organization possesses advantages which 
cannot be ignored. It means a highly flexible service both 
as to time and place and is complete from origin to final 
destination which the railroad service is not. And the sig- 
nificant point that must be pondered in treating of its 
competition with the railroads is that this form of motor 
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truck transportation is the predominant type, and cannot 
usefully or successfully be distinguished from the contract 
type or the common-carrier type with which the railroad 
is supposed to be carrying on its struggle. 

In its commercialized phase, that is, trucking for hire, 
the industry being unregulated except in occasional areas, 
is operated without much regard to scientific accounting 
or systematized rate making. Costs of motor truck opera- 
tion vary widely, depending upon whether account is 
taken of such items as depreciation, taxes and interest on 
investment. Wages are never included when the truck is 
operated by the owner. But there is no question but that 
costs, particularly of line haul, are steadily declining, due 
to constantly improving roads, to more efficient vehicles, 
higher daily mileage and increasing use of trailers. 

As might be expected the rate situation is chaotic. 
‘What the traffic will bear” is apparently the sole guide 
and that means what it will bear at the moment, not as the 
result of any scientific determination. Immediate necessity 
of realizing cash, the need of a return load, may be the 
influencing factor and sometimes this results in a charge 
that covers not much more than the fuel expense. These 
demoralized rate practices are found not only in the con- 
tract carrier business but also among the common-carriers. 
One illustration will suffice. In an investigation made in 
September 1931 by the State Commission of South Caro- 
lina for the purpose of establishing common-carrier motor 
truck rates within the State, it was found that no two 
common-carriers had been charging the same rates for 
the same kind of service. One carrier charged 1214 per 
cent less than the rail rate. Another added 4 cents per 100 
pounds to the rail rate. Another used railroad express 
rates and others varied from the level of the rail rates to 
3714 per cent above rail rates on some classes of traffic. 
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A rate structure that permits of such variations can only 
be characterized as thoroughly demoralized. It represents 
no condition of fair and normal competition but a compe- 
tition which is irrational and destructive. It demands the 
attention of regulating bodies. 

This discussion has thus far concerned itself with the 
existing state of competition between the railroad and its 
two leading competitors. The railroads have further 
troubles ahead of them due to the increasing competition 
by air transportation and by pipe-lines carrying gasoline 
and natural gas. But space does not permit discussion of 
these agencies. The questions that are still to be consid- 
ered are (1) what are the railroads doing to meet this 
onslaught upon their traffic and (2) -is there any action 
required on the part of the legislature or the executive 
arm of the government to place this competition on a 
more equitable basis? These questions will be considered 
separately for the highways and the waterways. 

Railroads have for some years been conscious of the 
growing competitive strength of motor transport and 
some of them at least have been girding their loins for the 
fight they saw coming. But their plans for meeting the 


_ situation have lacked unity, as might be expected in a 


railway system of such extent, with roads of varying traf- 
fic and conditions, and with executives with different 
notions of the way out. As far as passenger traffic is con- 
cerned, many of the roads have taken a defeatist attitude 
and are maintaining that passenger traffic which never 
was very profitable in short-haul business, might well be 
abandoned in the face of a superior highway service. 
Others are trying various experiments in branch line and 
short-haul service, in furnishing a modified rail service, 
and in states where permission can be obtained in organ- 
izing bus lines of their own, selling through tickets and 
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making connections with their rail service. Other roads 
have attempted direct competition with highway trans- 
port through offering lowered rates, but this experiment 
has thus far proved only moderately successful. 

It is still an unsettled question whether long haul bus 
transportation will prove permanently successful. For 
reasons already given, the traffic may fall off when the bus 
ride is no longer a novelty. For short distances the bus has 
a place of genuine value. It is creating new business and 
is experimenting in areas which it would be unprofitable 
for railroads to invade. In long haul service the railroads 
are so far superior that competition does not seriously 
trouble them. What is desirable at this stage is the passage 
by Congress of the proposed measure for Commission 
regulation of the bus industry, and freedom on the part 
of the railroads to engage in bus service. The passenger 
bus can operate successfully only as a common-carrier. 
It must have an established route between fixed termini. 
If the industry is regulated as to rates and conditions of 
service, and the public is adequately protected against 
congestion of the highways through the use of certificates 
of convenience and necessity, the entrance of the railroad 
into the bus business might well prove highly beneficial. 
With its efficient accounting system and its long record of 
submission to regulatory discipline, it would exercise a 
salutary influence upon the disorganized bus situation and 
aid in developing a basis of experience out of which sound 
regulatory policies concerning rates and financial prac- 
tices could be formulated. 

In the matter of freight service much has been accom- 
plished in recent years in an effort to stem the competitive 
tide. For local freight transport, trucks have been sub- 
stituted which distribute over wide areas from designated 
rail-heads, thus speeding up rail service and avoiding the 
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expensive loading and unloading of less-than-carload 
freight at small stations. Many roads are experimenting 
with pick-up and delivery at terminals, and are employ- 
ing mechanical devices, such as demountable truck bodies 
to add to the efficiency of the service. Railroads are con- 
templating the use of the Railway Express Agency in 
developing this phase of their business. The less-than- 
carload container, the line haul movement of truck bodies, 
the conversion of freight cars into compartment cars, the 
employment of forwarding companies, are all on trial. 

Much criticism of the lack of foresight and progressive- 
ness in railroad management has come from railroad 
sources. For example, an executive of a southwestern road 
contends that the railroads have for years been under the 
spell of the heavy trainload school and have increased the 
size of their cars and the weight of the carload with utter 
disregard for the small package business. The truck has 
provided a flexible container, which the small package 
business needs, at a time when the character of business 
itself is changing and overnight buying is taking the place 
of large inventories. And the truck not only provides 
a service more in harmony with commercial requirements 
in these respects, but one that is complete from shipper 
to consumer. This executive insists that the railroad must 
meet the truck on its own ground, by providing terminal 
services, sectional car-bodies, less-than-carload service 
on passenger schedules, and, of even greater significance, 
methods of rate-making for this class of traffic entirely 
divorced from the present standard car-load rate. These 
are technical questions for operating experts but they 
show the direction in which the wind is blowing. 

When we consider the problem of regulation we are 
faced with a chaotic situation. To regulate the common- 
carrier truck by either state or federal agency would 
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at present accomplish little, for most of the commercial 
carrying is done by contract carriers, which under present 
rulings of the Supreme Court are as free from control as 
the owner-operator distributor of goods from his local 
store to his customers. A Texas statute, which specifically 
includes the contract carrier within the transportation 
system that is subject to regulation and control in that 
State, has successfully weathered the federal District 
Court and is on its way to the final tribunal. If this statute 
is sustained by the Supreme Court, the contract carrier 
situation will be brought within the grasp of the regula- 
tory authorities and the demoralized condition of highway 
freight transport may be cleared up. 

However, the controlling fact in connection with this 
problem is that insisted upon by the railroads that the 
highways are subsidized at their expense, that the road- 
way is in part at least constructed at public cost through 
general tax levies, to which the railroads are compelled to 
contribute. This is a very complicated problem to which 
no final answer is possible at this time. The Interstate 
Commerce Commission in its recent report reaches the 
tentative conclusion that 75 per cent of the funds cur- 
rently expended for state highways are contributed by 
the owners and users of motor vehicles through licenses 
and the gasoline tax. But only 16 per cent of the funds 
for county and local roads come from this source. The 
railroads are contributing very substantially to the funds 
for county and local roads through general taxation, but 
because of the increasing popularity of the sales tax on 
gasoline, are being increasingly relieved of tax payments 
for state highway purposes. The Commission recommends 
a special investigation of this question of taxation which 
will settle once and for all the subsidy problem. 

Practically all the states vary their motor vehicle fees 
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according to some measure of size or capacity of vehicle. 
Most of them distinguish vehicles for hire from others, al- 
though failing to distinguish privately owned cars used 
for business purposes. Some states make the distinction 
between common-carrier vehicles and others for hire, 
which has the effect, under present legal rulings, of dis- 
couraging common-carrier freight service. The report of 
a commission to investigate taxation and expenditures in 
New Jersey recommends a steep increase in motor ve- 
hicle license fees on trucks, which is designed to place the 
charges in closer correlation with the highway costs in- 
curred for heavy traffic. They also recommend personal 
property taxes for motor vehicles. This movement, which 
is under way in many of the states, should do much to ease 
the minds of railroad executives on the problem of subsidy. 

As in bus service, the railroads should be free, wherever 
their interests dictate, to engage in motor truck trans- 
portation on the highways. With adequate regulation we 
shall have the same opportunity to test through railroad 
accounting the financial methods employed in the indus- 
try and the relation of rates to costs, as in bus service. 
The difficulties in reaching a solution are complicated 
by the contract carrier service but they are not insur- 
mountable. 

The policy to be pursued with regard to waterways 
should follow the lines indicated for highway transport. 
The day for uncontrolled competition of waterway with 
railroad is past. The waterway services should be placed 
under the Interstate Commerce Commission and the rail- 
roads should be permitted to engage in waterway trans- 
portation whenever they find it to their advantage. The 
notion that anything is to be gained by the public in this 
day and age in pitting one agency against the other in a 
cat-and-dog fight was long ago exploded. Regulated com- 
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petition under adequate control will work more surely to 
the public advantage. 

The Mississippi-Warrior River project which the goy- 
ernment is now financing through the Inland Waterways 
Corporation, demands separate consideration. Here the 
railroads have again raised the question of subsidy. The 
government has spent many millions on channels and 
terminal facilities and is operating a tax-free barge line 
on the river, which is obtaining to its advantage joint 
rates with the railroads, ostensibly in an endeavor to 
demonstrate the feasibility of water transport and induce 
private capital to enter the business. The law under which 
this service was set up declared it to be the policy of 
Congress to continue this transportation service until pri- 
vate corporations were ready and willing to undertake 
common-carrier service. 

What should be done about this? We start from the 
proposition that natural waterways, like land highways, 
have been historically and traditionally the responsibility 
of the public through their government agencies. How- 
ever, when the expenditure goes beyond the point where it 
serves the public interest alone, and begins to favor cer- 
tain private interests at the expense of others, the tradi- 
tional attitude must be abandoned. Government funds 
should be expended only when the general public interest 
is clear and predominant, and the degree of expenditure 
by public agency must not be “undue.” Public expendi- 
ture on a natural waterway of the extent and with the 
possibilities of the Mississippi River system is unquestion- 
ably justified in the public interest. Just how far this pub- 
lic support should extend will always be a subject for 
discussion. Before a project is inaugurated its economic 
justification should be clear. Among the undertakings that 
do not meet this test, and should probably be abandoned, 
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are the Warrior River project in Alabama, the improve- 
ment of the Missouri above Kansas City, and of the Mis- 
sissippi above its junction with the Illinois River. Branch 
projects if undertaken at all should be financed by the 
localities interested. 

Experimentation by a government-owned corporation 
with a view to the restoration of water carriage is not un- 
justifiable. After water transportation has been killed by 
railroad methods not wholly legitimate, some stimulus is 
necessary to overcome the inertia of years of idleness. But 
the mandate for the transfer of the revived business to 
private agencies should be definite and peremptory. More- 
over, after the lapse of a reasonable length of time, if the 
government-owned corporation is to continue operation 
for experimental purposes, it should be treated exactly as 
a private company would be. It should be subject to 
taxation and its rates should be regulated by the Commis- 
sion to cover adequately its costs. And as already sug- 
gested at the beginning of this waterway discussion, the 
railroads should be free to enter this service through 
ownership of water-lines. The same tonic effect on the 
rival agencies can be anticipated from competition on the 
waterways as was indicated in the case of highway trans- 
port. And there is much to be said in favor of complete 
cooperation in ownership and operation of rail and water 
lines in this territory. 

There are indications that transportation on the Mis- 
sissippi River system is on the eve of a marked revival. 
With joint rates with railroads prescribed under man- 
date of law, in which by the way the interests of the rail- 
roads have been carefully guarded by the Commission, the 
influence of Ol’? Man River is gradually extending. For- 
merly its effect was confined to its banks. These barriers 
have now been broken down and the future possibilities 
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of the river’s influence are only to be limited by the con- 
fines of the country. Traffic is increasing between the Ohio 
and the Missouri Rivers, a wholly new phase of this water- 
way movement. Moreover, as on the highways, the 
common-carrier service to which attention is mostly di- 
rected is a minor factor compared with owner-operator 
service in which much more capital is invested. It raises the 
question as to what the future has in store when the public 
has become “water conscious” and begins to take real ad- 
vantage of this reconstructed and magnificent water 
highway. 

One final suggestion which applies to the railroad 
situation in general: There has recently been much de- 
nunciation, originating in railroad and banking circles, 
of government regulation and a growing demand for 
relaxation, if not complete abolition, of regulation in 
general. It is doubtful whether this attitude is typical of 
the cooler-headed and more far-sighted among railroad 
executives. It is a question whether this group would wish 
regulation abandoned. It has been of far more benefit than 
injury to the interests of the roads. The Transportation 
Act of 1920 gave a mandate to the Commission to give 
to the railroads rates that would yield a fair return. The 
Commission in fixing rates for the future has been from 
time to time a bad guesser, but times have been abnormal. 
Moreover, the Commission is to some extent changing its 
attitude, and is advocating the repeal of the recapture 
clause and the establishment of rates high enough to 
accumulate a reserve in prosperous times that shall carry 
the roads over years of lean earnings. 

Another consideration is pertinent in this connection. 
The railroads’ program for improvement of their plants 
became effective in 1923. Since then and up through 1931 
they have invested over seven billions of dollars in their 
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properties. During all this period competition on high- 
ways and waterways was increasing. Did the railroads 
take adequate account of this rivalry, and trim their 
sails to the competitive breeze? They insist that trans- 
portation facilities are and for some time in the future 
will be superabundant. Have they not contributed to this 
excess and have they not invested in plant more capital 
than can earn a return at rates that are fair to the public? 
Ought they, for example, to have been more zealous in 
providing for the pooling of passenger service instead of 
continuing and developing their present wasteful prac- 
tices? Such questions call for searching investigation.* 

Those who attack the Commission with most vigor fre- 
quently forget that this body is an agency of Congress 
and functions under statutory limits. Not only is it sub- 
ject to a fundamental body of law, but it is at times the 
victim of chance statutes and resolutions passed for politi- 
cal reasons, with the purpose and effect of which it may 
not be in sympathy. What we need is not less regulation 
but less political meddling. The Interstate Commerce 
Commission having been set up as a regulative agency 
with powers wisely restricted, should be free to exercise 
these powers with the discretion that properly accom- 
panies such responsibility. More economics and less poli- 
tics in the handling of regulatory problems should be the 
guide to action. 

* Since this chapter was completed in June, 1932, the railroad execu- 


tives have taken vigorously in hand the problem of more economical 
service. 
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CHAPTER X 


LIQUOR CONTROL AND PROHIBITION 


BY JAMES DOUGLAS BROWN 


NLIKE Cazsar’s Gaul, the problem of prohibition 

is not nicely divided into three distinct parts so 
that natural boundaries delimit the social, political, and 
economic provinces. Even if this were true, the most 
enthusiastic economist could not reasonably say that his 
province for research and conclusion was, like Cesar’s 
Belge, the crucial element in the mastery of the situation. 
The political problems of law enforcement, the prevention 
of crime and corruption, and the safeguarding of judicial 
processes, on the one hand, and the primarily social or 
moral problems of disrespect for law, enforced temper- 
ance, and hypocrisy, on the other, surround and over- 
shadow the economic problems involved. In the early days 
of prohibition many hailed the experiment as a solution 
of most of our economic ills. Since then, the political and 
social consequences of the attempt to abolish liquor have 
forced themselves upon the public mind. 

It is true, however, that the diversion of production or 
consumption to or from a product in which traffic has 
been carried on since the beginning of civilization cannot 
fail to have considerable economic consequences. If eco- 
nomics is more than a philosophical exercise it should offer 


aid in the understanding of these consequences as we 
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approach another great change in our method of attack- 
ing the liquor problem in this country. 

In the study of prohibition, economics is largely de- 
prived of one of its most valuable tools of research. The 
statistics of the production and consumption of liquor, of 
costs, prices, and profits, of the output and earnings of 
labor as affected by prohibition, of its effect on savings 
and the regularity of employment are either quite in- 
adequate or so complicated by other trends as to pre- 
clude any sound basis of conclusion. Related social 
statistics, such as concern alcoholism, insanity, arrests, 
divorces, and dependency, are almost equally indecisive. 
The most that can be said of these figures is that they 
afford no basis for assuming that we have found in pro- 
hibition, as now enforced, the solution of the liquor 
problem in this country. 

In the absence of adequate statistics, it is necessary 
in a discussion of the economic aspects of the liquor prob- 
lem to base conclusions largely upon accepted principles 
rather than statistical proof. Two alternatives now pre- 
sent themselves in the solution of the problem. Prohibition 
may be continued with whatever enforcement is possible, 
or prohibition may be eliminated and some means of 
governmental control may be established. The platforms 
formulated at both the Republican and Democratic Con- 
ventions point strongly toward the adoption of the latter 
alternative. The degree of effectiveness of liquor control 
which may be obtained under either of these alternatives 
must be left to students of government to decide. 

While no writer on so controversial a subject can hope 
to remain above suspicion of bias, the presentation which 
follows will attempt to pursue each reasonable assumption 
that can be made on the basis of these alternatives to its 
logical conclusion, regardless of the effect on the whole 
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balance of argument for or against prohibition or control. 
The discussion assumes the premise, which has long been 
accepted by scientific observers, that a rising tide of liquor 
consumption in this country with or without prohibition 
constitutes a serious social problem. A corollary to this 
premise is that moderation in the use of liquor is more 
fundamental to social benefit than any particular form of 
control or prohibition. The confusion of temperance with 
prohibition has added greatly to the difficulties of secur- 
ing an intelligent understanding of the liquor problem. 

The economic phases of the liquor problem which have 
received most attention in recent years are those concerned 
with the effects of prohibition on the liquor business, agri- 
culture, the efficiency of labor, public finance, savings, 
business resumption and employment. Prohibitionists have 
gone to great lengths to prove certain beneficial economic 
consequences. Repealists have concentrated their efforts 
in undermining the “proofs” of their opponents and in 
demonstrating the advantages to certain groups and to 
the government of the legalizing of the liquor industry. 
In an attempt to be impressive both sides have resorted 
to extensive summaries of facts and opinion. While such 
summaries may be effective instruments of propaganda 
when taken on their face value, the absence of impartial 
criticism and interpretation has limited their effectiveness 
in convincing more thoughtful readers. More recently, 
certain reports such as that of the Wickersham Commit- 
tee have afforded a fruitful basis for impartial analysis 
of the problem. The following discussion is intended, 
therefore, as an economic diagnosis rather than a sum- 
mary of “economic facts.” 

Much of the significance of liquor in our economic 
life is due to the peculiar effects which its use has upon 
the whole pattern of consumption. It cannot be con- 
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sidered a mere substitute for other commodities. Fifty 
quarts of liquor or a Ford automobile may each absorb 
five hundred dollars from the purchaser’s income but 
the economic consequences of the purchase may be quite 
dissimilar. As Feldman clearly indicates in his ‘“Prohi- 
bition: Its Economic and Industrial Aspects,” the 
consumption of liquor fulfills a want in a manner which 
may go far to lessen other wants. To many consumers 
to whom liquor consumption is a fixed habit, its con- 
sumption can be considered not only an end in itself, 
like many foods or services, but a means of satisfying 
wants in such a way as to dull, temporarily, at least, the 
user’s desires for other things. The dismal homes of 
drink-ridden laborers, to give an extreme example, are 
not dismal merely because wages are spent on drink but 
because drink has that faculty of discouraging interest 
in most other things. 

On the other hand, the purchase and use of an auto- 
mobile stimulates demands for many complementary 
goods such as tires, gasoline, roads, and tourist facili- 
ties. The purchase of a house arouses desires for furni- 
ture, services, and equipment. The stimulation of these 
complementary wants provides an incentive to work to 
earn money to satisfy them. This incentive may in time 
far exceed the initial incentive involved in the desire for 
the thing itself. The effect of this stimulation to con- 
sumption and work cannot be regarded lightly in a 
country whose prosperity depends upon mass consuming 
power spread over the wealth of products such as are 
advertised in any of our leading national magazines. 

It is for this reason that the claim that a return of the 
liquor industry as it existed in pre-war times would auto- 
matically create a large volume of consuming power which 
might lift us out of depression must be questioned. Even 
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though the primary effects of the new demand might be 
considerable, the secondary effects on wants and demands 
for a thousand and one other products might be serious. 
Not alone would the net addition in the amount spent for 
liquor be diverted from other goods, but the discouraging 
effects of liquor consumption on wants—and incentives 
to fulfill wants through increased earnings—would be an 
important consideration, if drinking greatly increased. 
The consequences of these secondary effects, should no 
effective control on liquor consumption be established, 
might be a tendency among lower income groups whose 
use of liquor might rise most sharply, to return to the 
goods and services typical in pre-prohibition times. 
Even a resumption of widespread prosperity could not 
be expected to eliminate entirely this influence on the 
pattern of consumption. 

Would the elimination of prohibition in some way 
create new purchasing power which would lessen this 
depressing effect on total consumption? Only so far as 
additional wages, rents, and profits were forthcoming 
from the production and distribution of liquor would 
additional purchasing power be created. One other source 
of purchasing power could be drawn upon to provide a 
net addition—the savings of individual consumers or, 
through credit, of the community as a whole. 

There is much reason to believe, however, that the 
substitution of controlled consumption of liquor for pro- 
hibition, as now enforced, would not cause any sweeping 
diversion of demand with such widespread effects on total 
consumption. An important part of the liquor then pass- 
ing through legitimate channels of distribution would 
replace bootleg liquor now consumed. Some shift in the 
type of product, as from distilled spirits to beer, might 
occur, however. Further, the price schedules set up under 
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a system of control would probably continue the same 
effect which bootleg prices have today in lessening con- 
sumption, especially among the masses of consumers. With 
prices adjusted upward to the extent of control possible 
over all channels of distribution, this deterrent might 
become an important influence as it has been in Great 
Britain in recent years. 

Another force which would act as a check on the diver- 
sion of demand to legalized liquor would be the new habits 
of consumption which mass production and increased 
leisure have made possible. Not only have mass produc- 
tion methods greatly widened the consumption of rela- 
tively cheap and attractive goods and services, such as 
automobiles, radios, moving pictures, house furnishings, 
and sporting equipment; but increased leisure has created 
fixed habits in their use and enjoyment. Prohibition, 
along with engineering and economic advances, has prob- 
ably aided in the fixation of these habits. The substitution 
of control for inadequately enforced prohibition could 
not, however, entirely destroy these habits. The desire of 
the disheartened steel-worker of earlier times after seven 
twelve-hour days of strenuous labor for the intense sat- 
isfactions and the oblivion of a whisky drunk are less 
likely to recur in the mind of the same man now far less 
fatigued after six eight-hour days with a home and a 
car to enjoy. The discouragements of unemployment and 
poverty may reéstablish the demand for some solace, but 
normal livelihood offers many counter-attractions which 
did not exist in pre-prohibition days. The continued aboli- 
tion of the saloon and the elimination of the speak-easy 
would certainly strengthen this influence against a rever- 
sion of consumption habits. 

A feature of the consumption habits which have de- 
veloped under prohibition which is more difficult to 
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interpret is that of the use of hard liquor by social classes 
little accustomed to it in pre-prohibition times. While 
economically much less important than the habits of the 
great mass of consumers, the consumption habits of the 
youth of well-to-do families cannot fail to influence social 
custom as time goes on. It may well be that such consump- 
tion is in its economic aspects what Veblen called osten- 
tatious expenditure, encouraged by the relatively high 
price and forbidden nature of the goods consumed. 
Perhaps the habit of treating, which had its pernicious 
effects in the days of the saloon, has become fixed in higher 
strata of society. Probably the effects of depression on 
social habits will be wholesome in curing this ill, so far 
as this particular group of society is concerned. The sub- 
stitution of liquor control for prohibition, by eliminating 
some of the thrill which comes with mild forms of law- 
breaking and special privilege, may aid in lessening this 
serious effect of prohibition. 

The main contribution which economics can make to 
the solution of this complex problem of ostentatious 
consumption is the thought that scarcity short of entire 
elimination of supply increases rather than decreases the 
incentive to such consumption. The solution may be 
found in the development of interest in other forms of 
social enjoyment with liquor a readily available and there- 
fore a less esteemed source of satisfaction. Through the 
extension of all means of recreation including athletic 
facilities such as Germany has developed, national parks, 
improved highways, seaside resorts and cultural centers, 
the desires of all classes of our people may shift gradually 
but permanently away from the manifestly uneconomic 
condition of excessive liquor consumption. 

It is evident without statistical proof that the dis- 
tribution of liquor both before and during national pro- 
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hibition has been a highly wasteful process. Few industries 
have been more over-expanded than the saloon business of 
pre-prohibition days. Not only were saloons far more 
numerous than the requirements of adequate distribution 
warranted, but the deleterious effect of their existence in 
many neighborhoods on the value of real estate has been 
repeatedly shown. Probably few commodities had a higher 
cost of distribution than liquor as sold at retail in the 
saloon. This higher cost did not bring about a lessening 
of the consumption of liquor since much of the profit was 
used to extend the liquor habit by means of all forms 
of subtle advertising and attractive merchandising. 

Following prohibition, the. costs of distribution of 
liquor increased markedly. The sums used for corrupt- 
ing officials increased enormously from all accounts. Also 
the amounts charged the consumer to offset the risks of 
confiscation by enforcement agents and of violence on the 
part of competing bootleggers have become astonish- 
ingly large. As long as law enforcement is attempted 
under prohibition, there is every reason to believe that 
these charges upon the liquor industry will continue. 
Should enforcement become more strict it may reason- 
ably be expected that such charges will increase, at least 
relative to sales, up to the point where the trade is ex- 
tinguished. 

In many urban areas prohibition has virtually created 
local monopolies in the wholesale liquor trade. With the 
development of criminal enterprises on a large scale, re- 
sort has been taken to subsidized gangs to enforce local 
privileges in supplying the trade. The use of violence in 
the protection of monopoly is not a new development. The 
liquor industry has, however, carried it to a point which 
bids fair to reach over into many other illegal as well 
as legitimate types of enterprise heretofore largely free 
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from racketeering. Through law an industry of tremen- 
dous scope has been encouraged to disregard law in 
securing monopoly powers. 

The peculiar character of these local monopolies in 
liquor distribution is itself extremely significant. Built on 
violence and corruption, such monopolies are highly un- 
stable. The social cost of this instability mounts even 
faster in lives and corruption than in the price paid by 
the consumer. The numbers who are willing to risk life 
and reputation in following or abetting the liquor trade 
seem without limit. The tremendous profits of the trade 
under monopoly conditions encourage a continual crop- 
ping up of ambitious competitors, who for a time may lower 
bootleg prices but are soon removed by methods cus- 
tomary to the business. Only by the elimination of these 
profits can the incentive to maintain or secure the advan- 
tages of monopoly be destroyed. This constitutes the 
strongest economic basis for the establishment of a 
national monopoly of the liquor industry under govern- 
mental franchise and taxation. Under such a govern- 
mental monopoly, if effectively maintained, the revenue 
available for public use might be tremendous. It should 
not be overlooked, however, that some of it would have 
to be spent to keep underworld competitors out of the 
business, and generally to police the government monopoly. — 

The new facilities required under governmental con- 
trol of liquor distribution have suggested to some oppo- 
nents of prohibition a source of demand for capital, 
equipment, and labor which would prove an effective 
stimulus to business. A large proportion of such facili- 
ties would most certainly be a substitute for the capital 
and labor now used in the bootleg trade. It is possible that 
because of more efficient use of equipment and the elimina- 
tion of wasteful duplication of enterprises, as well as the 
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destruction of liquor properties by enforcement agents, 
the investment and numbers of persons employed would 
not be greater than are now engaged in illegal dis- 
tribution. 

Probably the most prolific field for the statistician 
engaged in propaganda for or against prohibition has 
been that of estimating the volume of materials going into 
liquor production before and after prohibition. It is evi- 
dent, however, that most estimates are highly tenuous since 
the channels through which products flow from the farm 
to the final consumer of alcoholic beverages are as mys- 
terious as the wanderings of an underground stream. The 
great number of materials from which distilled liquor can 
be manufactured, the rapid shifts in production methods, 
and the diversion of legal materials into illegal products 
over night make the job of measuring liquor production 
a discouraging one to any statistician not actuated by 
the desire of proving the success or failure of the cause. 

The products of agriculture find their way to the final 
consumer in so many forms that the farming industry as 
a whole is infinitely more affected by the total consuming 
power of the country for all products and the balance of 
agricultural production to manufacture than by a rela- 
tively minor shift to or from a commodity using farm 
products in its preparation. Shifts in demand from grain 
to grapes, or from rye to sugar, may affect certain farm 
areas following changes in methods of liquor production 
under prohibition. The return of legalized liquor might 
reverse these changes. An increased consumption of alco- 
holic beverages under liquor control might widen slightly 
the market for certain grains and hops but the purchas- 
ing power so diverted would probably be lost to the farmer 
in other lines such as truck gardening, dairy products, 
meat, hides or fruit. Only if the repealist can prove that 
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the net effect of legalized liquor on agricultural demand 
would be a crucial factor in reéstablishing a balance 
between farm production and manufacture, more satis- 
factory to the farmer, can he use agricultural rehabilita- 
tion as a string to his bow. The rapid introduction of 
machinery and the resistance of farmers to measures for 
restricting production or organizing distribution loom 
far more significant than the return of legal beer or 
whisky. 

The greater proportion of the liquor bill of this country 
in pre-prohibition days did not go into the purchase of 
materials but into the distribution of the product to 
the final consumer. While more efficient distribution 
under some form of control would lower these costs, tax 
charges and limited sales might not leave the agricul- 
tural industry any larger total income from the liquor 
industry than it now receives from bootleg and home- 
brew sources. 

In time of serious unemployment, our great urban 
populations are more fascinated by the argument that a 
return of legal liquor will create jobs than by the claim 
that it will aid the farmer. It is true, however, that this 
is an almost empty hope, if a net addition to employment 
is meant. As long as depression and unemployment keep 
down the purchasing power of our people, any increase in 
expenditures for liquor must be diverted from other 
products or from savings. Only if the opening of a new 
industry—or rather the legalizing of an old industry— 
stimulates business enterprise through an expanding 
circle of demands can we expect rising profits and earn- 
ings to create additional employment for labor. 

Even should no effective control be instituted following 
the legalization of liquor, and the volume consumed rise 
rapidly, the effects of liquor on the consumption of other 
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products through lessening wants for other articles might 
seriously hinder business revival. The automobile industry 
is supposed to have done much to lift us out of the 1921 
slump. An expansion of the liquor industry seems a doubt- 
ful source of economic salvation in 1932. 

Increased employment in the liquor industry itself 
would do little to relieve unemployment such as now ex- 
ists. In the production of both distilled liquor and beer 
relatively little labor is employed compared to many other 
industries. Under present conditions, however, wasteful 
methods of production and distribution certainly require 
far larger numbers in relation to the amount of liquor con- 
sumed than would be necessary under the more efficient 
methods possible under a governmentally controlled indus- 
try. The possibilities of concentrated production and 
monopolized distribution in developing a high degree of 
economy in labor and equipment would warm the heart of 
the most cautious engineer or chain store executive. The 
constructive proponent of repeal must look elsewhere than 
in economic rehabilitation for a convincing argument for 
change. 

Probably the strongest argument for prohibition is the 
wholesome effects which the reduction in the consumption 
of liquor has had on the efficiency of labor. To the extent 
which enforcement has reduced intemperate drinking 
among our working population, it has been a great social 
and economic boon. The evidence on this point is convine- 
ing although not measurable by statistical means. The 
testimony of large numbers of employers weighs heavily 
in the balance over against those who claim that the im- 
proved efficiency and regularity of labor can be entirely 
attributed to improved methods of production and of 
personnel practice. The increased productivity of labor is 
great enough to assign a large proportion to these other 
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causes and still leave much to the credit of prohibition. 
At no time in our industrial development has the increased 
reliability and efficiency of labor been a greater asset than 
in the period of rapid mechanization just past. The entire 
elimination of drink might go far to maintain American 
supremacy in the effective use of complex technical proc- 
esses. The future turns, however, on the effectiveness of 
enforced temperance over against voluntary temperance 
in preventing the excessive consumption of liquor among 
American wage earners. There are sufficient indications to 
question whether we can conserve the gain attained 
through legal means, if enforcement is not greatly im- 
proved. The speakeasy is beginning to find the market of 
the old saloon, which was the greatest single cause of low- 
ered labor efficiency in pre-prohibition days. 

Prohibition has taught the industrial employer a lesson 
in industrial relations which the return of legalized liquor 
will never erase. In pre-prohibition times many employers 
readily accepted the belief that the life of their workers 
outside the plant was not their affair. The wholesome ef- 
fects of temperance on efficiency, regularity, and incentive 
have shown the nearsightedness of this view. Long hours, 
dangerous work, irregular employment, and depressing 
living quarters made up a situation in industrial relations 
which drink only blended into a drab picture of unhuman 
misery. The concentration of attention on the other 
factors in the situation along with the lessening of the 
amount of liquor readily available has caused a permanent 
improvement which neither depression nor the return of 
adequately controlled liquor can eliminate. 

No statistics on the effects of prohibition would be 
more valuable to the advocate of strict enforcement than 
any showing definitely that a great gain in savings, home- 
ownership, and living standards had resulted from the 
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Eighteenth Amendment. However, the figures available are 
of such a character as to preclude any definite alloca- 
tion of gains due to prohibition as distinct from those 
accompanying general prosperity. The best that can be 
said is that prohibition, to the extent it has been enforced, 
has been a distinctly favorable influence. The testimony 
of persons whose broad public interest can hardly be chal- 
lenged is that the reduction in liquor consumption, and 
especially the abolition of the saloon, has been a consider- 
able influence in the improvement of the security and wel- 
fare of our wage-earning population. 

Particular indications of this improvement have been 
sought in diverse fields. The number of savings bank de- 
positors has increased. Installment selling has been en- 
couraged by the increased reliability of purchasers in 
meeting payments. Industrial insurance has expanded in 
coverage. Home-ownership has increased. Social service 
agencies have seen an advance in self-sufficiency among 
families previously dependent on charity. While these 
gains may be attributed in large measure to higher earn- 
ings during prosperity, the fact that a large volume of 
earnings was diverted from drink cannot be disregarded. 
It is a conservative conclusion that the depression would 
have found our people less able to bear the brunt of 
unemployment if our national bill for liquor had risen 
unchecked. 

Despite these indications, it must be questioned as to 
how far external compulsion can go in developing a thrifty 
population. Even if prohibition could be enforced with 
utmost effectiveness, the use of the funds diverted from 
liquor must remain a matter of individual choice. Thrift 
and the use of income for more enduring sources of benefit 
such as homes, education, and improved living standards, 
result from increased knowledge and foresight, just as 
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does temperance itself. It is probable that the enormous 
increases in public expenditures on public schools has had 
more to do with these desirable changes than has pro- 
hibition. 

Few bases for taxation are more attractive to the 
government official than that of alcoholic beverages. 
Liquor taxes are relatively easy to collect, can be raised 
to high proportions, provide large and regular income, 
and, since sumptuary in nature, are less subject to effec- 
tive political objection. Such taxes, however, bear most 
heavily on poorer people, since the consumption of liquor, 
in the absence of prohibition at least, absorbs a much 
higher proportion of their incomes than those of the well- 
to-do. 

Long before prohibition, however, liquor excises and 
licenses were looked upon as a means of social control as 
well as a source of government revenues. With the recogni- 
tion of the consumption of liquor as primarily a social 
problem, no future policy of liquor taxation should fail 
to emphasize above all else the control aspect of such 
taxation. To end prohibition for the sake of inaugurat- 
ing a new and regressive form of tax so that, directly 
or indirectly, taxes on the wealthy can be reduced, would 
be to sell a birth-right of progress for a mess of pottage. 
No matter how appealing might be the vision of large tax 
revenues from a legalized liquor industry, the sincere ad- 
vocate of change for the sake of temperance cannot 
justify any use of taxes which would place the govern- 
ment and the large income receiver in the position of 
profiting from any increased consumption of liquor by the 
masses of our people. For this reason the return of legal- 
ized liquor is not essentially a fiscal problem. It is rather 
a problem for the use of taxation, in one form or another, 
as a means of social control. 
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Should prohibition be removed, the large revenues 
forthcoming from the liquor industry, over and above 
those secured in the form of general property or corporate 
income taxes, should properly be used in ways which will 
lessen excessive liquor consumption. This is not merely an 
issue of moralities, but it is a question of safeguarding the 
progress of a highly mechanized economic organization. 
A first charge on these revenues would obviously be the 
cost of strict enforcement of the control of the govern- 
ment monopoly or whatever other instrument of control 
is substituted for prohibition. Further income from this 
source might be used in the expansion of public recrea- 
tional facilities such as national and state parks, munici- 
pal auditoriums and playgrounds, and in those cultural 
activities which provide an alternative source of satisfac- 
tions more socially and economically beneficial than drink. 
The establishment of such a policy in the use of revenues 
would prevent governments from too easily accepting the 
liquor industry as an important source of income for gen- 
eral expenditures. Further, it would gain widespread sup- 
port for the heavy taxation and strict control of the drink 
industry. 

Although many applications of economics to the prohi- 
bition or control of liquor are possible, it is well to ask in 
conclusion just how far prohibition is essentially an eco- 
nomic issue. In many of the points discussed the choice 
between prohibition, under present conditions of enforce- 
ment, and control seems to be of relatively little signifi- 
cance from an economic point of view. The effects on 
business, employment, agricultural rehabilitation, savings, 
and public finance of either continuance or change do not 
promise to be striking. The effects on consumption, labor 
efficiency, and standards of life are more dependent upon 
the effectiveness of enforcement or control and the degree 
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of temperance attained than on the particular method of 
control employed. 

It is easy to prove the inefficiences of the present system 
from the standpoint of liquor production and distribu- 
tion. The economies of monopolized production and dis- 
tribution under governmental control are likewise easy 
to visualize. But liquor is no ordinary commodity in the 
economic sense. The wastes in its manufacture and sale 
are of slight consequence, indeed, compared to the social 
effects of its use. 

For these reasons, prohibition cannot be considered a 
pressing economic problem in this country. The political 
and social aspects of liquor control, however, demand sus- 
tained attention second only to that which should be con- 
centrated on measures for economic rehabilitation and 
unemployment relief. The most significant political aspects 
of prohibition are not, however, those which are now at- 
tracting the attention of the professional politicians. They 
are rather those problems which should receive the most 
careful study of experts in legislation and law enforce- 
ment. As a social problem, the control of liquor consump- 
tion requires the most complete understanding of social 
psychology and behavior if we are to secure lasting 
results. 
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CHAPTER XI 


WHITHER AGRICULTURE? 


BY ARCHIBALD MacDONALD McISAAC 


VEN during the golden age which vanished in the 

fall of 1929 the urban citizenry of America was 
from time to time rudely reminded of the existence of an 
agricultural problem by recurrent congressional struggles 
over the complex issues of farm relief. The succeeding 
lean years have simply accentuated the disabilities under 
which the farmer was already laboring, and produced a 
situation in agriculture as well as in industry which is 
fraught with disturbing possibilities. It may not be neces- 
sary to produce statistical evidence to prove that the 
farmer is in a bad way; this has, in fact, been generally 
conceded without argument for more than a decade. We 
will find it easier, however, to follow the intricacies of some 
of the proposed roads to freedom for the farmer if we 
investigate a few of the salient features of his present 
plight. 

During the World War the American farmer enjoyed a 
brief period of intoxicating prosperity, but this was shat- 
tered by a disastrous decline of agricultural prices in the 
collapse of the post-war boom in 1920. All prices declined, 
to be sure, but those of agricultural commodities declined 
much further than those of the things that the farmer has 


to buy. The result was that in 1921 a given volume of 
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farm products would buy only 75 per cent as much of 
other goods as immediately before the War. In the follow- 
ing years the prices of agricultural produce improved 
somewhat, so that by 1929 the purchasing power in terms 
of manufactured goods was about 90 per cent of the pre- 
war figure. Even this was deemed by the farmers to be 
woefully inadequate, and they were therefore quite unpre- 
pared for the unprecedented decline in agricultural as 
compared with other prices in 1930-31. In the early 
months of 1932 a given quantity of farm products would 
pay for little more than half as much non-agricultural 
merchandise as before the War. 

This has meant a diminished margin between farm 
prices and costs, and sharply abbreviated farm incomes. 
Just after the War the average farmer’s income, includ- 
ing the reward for his own labor and the return on his 
investment, was estimated at $1,634. In 1927-28 it was 
only $1,169, or fully 25 per cent less. In 1929, less than 
14 per cent of a representative group of farmers received 
more than $2,500 a year, and 65 per cent of them got 
less than $1,350. 

When we remember that the average farm income is 
supposed to include a return on an average investment of 
more than $9,000 per farm in 1929 it is clear that there 
is little need to press the point of inadequate income. In 
fact if rents paid for leased land and interest on loans or 
mortgages be eliminated there remained a net income of 
only $886 in 1927-28. 

The unfavorable status of farm incomes has been re- 
flected in a drastic decline in the values of farm land. In 
many sections land prices were bid up rapidly during the 
War boom, and in 1920 the average value for the entire 
country stood 70 per cent above the pre-war level. After 
the collapse in 1920 land prices fell abruptly, and con- 
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tinued to decline until in 1930 the average money value 
was only about 15 per cent above the pre-war level, and 
the value in terms of other goods was probably 20 per 
cent less than before the War. Since 1930 the decline has 
probably been even more severe. 

The natural outcome of these developments has been a 
serious weakening in the security of farm ownership and 
in the stability of the entire economic and financial struc- 
ture in the agricultural areas. Thus of the farms that 
changed ownership in 1927-28 (excluding those sold in 
settlement of estates), over 45 per cent went at forced 
sale through foreclosure, bankruptcy, tax delinquency, 
and the like. Farmers who bought land during the War 
on mortgage, or who incurred heavy indebtedness in equip- 
ping their farms, have found their interest burden pain- 
fully increased by the declining prices of the commodities 
they produce. In the same way the increasing burden of 
rural taxation has been further intensified. In 1920 the 
total taxes paid on all farm property stood 55 per cent 
above the 1914 level; by 1929 they were 167 per cent 
higher than in 1914, although gross incomes were only 
slightly higher than before the War. Even in 1923-24 as 
much as 40 to 50 per cent of the rental value of farm land 
was being absorbed in taxes in some sections of the coun- 
try. In the past two years the situation has become more 
and more ominous. A survey of the situation in a number 
of the leading agricultural states in May, 1932, revealed 
the fact that in the five years ending March 15, 1931, 
farms lost by their owners through mortgage foreclosure 
ranged from 99 per 1000 in Kansas to 235 per 1000 in 
Montana and 237.9 in South Dakota. In the same period 
losses through tax delinquency ranged from 17 per 1000 
in Kansas to 86.1 in North Dakota and 108.8 in Mon- 
tana. It is impossible to estimate the number who are only 
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slightly removed from the point of dispossession for non- 
payment of taxes or through mortgage foreclosure. 

It is therefore not surprising that frozen credits have 
been a perennial problem in the West, and that bank fail- 
ures in large numbers are not a phenomenon confined to 
the past two years. The dangers of the situation from a 
financial point of view scarcely need to be stressed. From 
the social point of view the possibility of wholesale 
displacement of independent proprietors is equally dis- 
turbing. The existence of several million independent 
land-owning farmers has commonly been regarded as one 
of the important stabilizing influences in American life. 
The dispossession even of a comparatively small minority 
will pose for us a social problem of major proportions and 
open the door to far-reaching changes in agrarian po- 
litical and social philosophy. 

For the individual farmer, and for the industry as a 
whole, the central point of the farm problem is inade- 
quate income. This inadequacy is due, in large measure, 
to the fact that farmers in the United States, and 
throughout the entire world, have not yet fully adjusted 
themselves to far-reaching changes in agricultural pro- 
ductive capacity relative to the demand for agricultural 
commodities. The difficulties of the adjustment are mul- 
tiplied indefinitely by the natural hazards and variations 
of agricultural production, and by the decentralization 
of decision and control among six and a quarter million © 
independent enterprisers. In seeking any permanent set- 
tlement it is necessary to keep in mind the character and 
direction of the dynamic changes which have character- 
ized both the “supply” and the “demand” sides for agri- 
cultural commodities in the past three or four decades. 

On the supply side the past fifty years have witnessed 
an amazing increase in the productive capacity of Ameri- 
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can agriculture. The high lights are reflected in the fol- 
lowing figures.* Thus although crop land has doubled 





Production 

Agricul- _— per Capita 

Mear Pro- Crop tural of Agricul- 
duction Land Working tural 

Population Working 

Population 
1880.... 100 100 100 100 
1890.... 136 132 110 115 
1900 <2. 167 170 135 124 
1910.... 207 181 172 120 
1920.... 230 209 - 156 147 
1925.... 234 200 141 161 





since 1880, the working population on farms has been 
constantly decreasing from the peak established in 1910. 
The decline in the number of workers has been accom- 
panied by a great, and apparently accelerating, increase 
in output per man, so that total output has been much 
more than doubled. The deplorable feature of the situa- 
tion is not the increase in man’s command over nature 
which is reflected in this enhanced productivity, nor the 
more generous supplies of necessities available for the 
world’s use; it is that the aggregate expansion has come 
without much regard for current trends in the needs for 
such products. Unfortunately it is much more difficult 
to secure a contraction in the facilities devoted to agri- 
culture, and in the number of people who look to it for 
a livelihood, than it is to obtain a given expansion of 
production. 


* The figures given represent percentage increases in each case over 
the aggregate figures of 1880. 


294 FACING THE FACTS 


One phase of the problem, the expansion of the agri- 
cultural land area, is largely the result of the public land 
policy of the United States. Perhaps unavoidably, our 
land laws put a premium on headlong agricultural de- 
velopment by permitting the free entry of homesteaders 
into rich virgin land on the frontiers. As long as free land 
remained, the pioneer was lured ever onward by the high 
yields to be won from new fields whose fertility was as yet 
unimpaired. Thus the conquest went on with little heed 
for long-run needs, leaving in its wake vast areas of land 
with diminished fertility on which production could be 
continued only at higher costs. But this semi-exhausted 
land seldom dropped entirely out of cultivation, and the 
ultimate result was the continued use of a considerably 
larger acreage than was warranted by current needs. 

Simultaneously has come a veritable agricultural revo- 
lution, comparable in its effects and significance to the 
Industrial Revolution of the eighteenth century. Its 
manifold phases include the application of science to 
agriculture, the adoption of greatly improved methods 
of production, and a rapidly increasing extension in the 
use of power and labor-saving machinery. Between 1918 
and 1930 the number of tractors in use on farms in- 
creased from about 80,000 to 920,000. From 1923 to 
1927 the annual sales of combines—representing one of 
the extreme forms of labor-saving devices—rose from 
1,099 to 11,221. These developments, stimulated by the 
agricultural schools and governmental agencies devoted 
to the service of the farmer, have been largely responsible 
for the great increase in productivity per capita already 
noted. 

These technical developments have tended to place 
those introducing them at a competitive advantage over 
those who are unable to do so, but the latter have rarely 
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retired from the field without a struggle. The result has 
therefore been an increase in production at widely vary- 
ing costs, with comparatively little regard for the ulti- 
mate effect of the greater volume on price. 

On the demand side of the picture we find several fac- 
tors to account for the relatively unfavorable market 
situation. Among these is the constantly declining rate of 
population growth. To this must be added the decline in 
foreign demand for American agricultural products, 
which with the exception of the War interlude, has char- 
acterized the entire period since the turn of the century. 
This was due in part to the erection of tariff barriers by 
many of the European countries to protect their own 
agricultural interests. In part it may be attributed to 
the rise of new producing areas such as Australia, the 
Argentine, and Russia, which have advantages in agri- 
cultural production, as compared with industry, as great 
or greater than our own. The net effect of these develop- 
ments was a marked shrinkage of our agricultural ex- 
ports, an increasing reliance on the domestic market, and 
a differentiation of production to meet the changed de- 
mands. By the outbreak of the War this adjustment was 
well under way, and there were prospects of a compara- 
tively satisfactory position for agriculture. 

The effect of the War, with its tremendous demands 
for food and raw materials here and abroad, was a heavy 
Increase in crop land and a marked improvement in pro- 
ductivity. Unfortunately the increase came mainly in 
staples for which the demand normally had been lagging, 
and thus reversed many of the adjustments which had 
been in process. 

The collapse of the post-war boom of 1920 shattered 
the dream of a new day in agriculture. Foreign demands 
receded as former sources of supply were opened up once 
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more, and the domestic market proved unable to absorb 
at profitable prices all that the American farmer, with 
his enlarged crop acreage and his improved methods, 
stood ready to sell. It is therefore easy to diagnose the 
post-war situation: there are “too many farmers.” Un- 
fortunately the situation does not lend itself readily to 
smooth or rapid adjustment; all may agree that some 
farmers should get out, but few can agree on the specific 
individuals who should do so. Indeed those sub-marginal 
farmers who most logically should drop out are likely to 
be those who could least readily be absorbed elsewhere. 
Age, reluctance to sacrifice the vestiges of property in- 
vestment, sentiment, hope that better days lie “just 
around the corner” (a hope not confined to farmers), all 
serve to retard the ultimate accommodation to changed 
conditions. Farmers have continued to hold on, have at- 
tempted to improve their methods so as to produce at 
lower costs, and have produced larger crops in a pathetic 
hope of thus increasing individual income. Year after 
year they have turned out an “agricultural surplus.” 

It is but natural that the decade-long depression in 
agriculture should have brought forth a wide variety of 
proposals for governmental action in behalf of the 
farmer. Actual developments along this line, aside from 
the very important services rendered by the federal 
Department of Agriculture and the equivalent state 
agencies, have included (1) the amplification of agricul- 
tural credit facilities, (2) the revision of tariff rates up- 
ward in 1921, 1922 and 1930 ostensibly for the benefit 
of the farmers, and (3) the passage of the Agricultural 
Marketing Act and the creation of the Federal Farm 
Board with a revolving fund of 500 million dollars to assist 
in the development of codperative marketing agencies and 
to facilitate the handling of crop surpluses. 
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In 1923 the already existing Federal Farm Loan Sys- 
tem, which had been established to facilitate long-term 
credits for the financing of farm purchase, was extended 
by the creation of subsidiary Intermediate Credit Banks. 
The latter were intended to aid the farmer in securing 
the capital necessary to carry on current operations. The 
law provided that loans made to farmers by local agricul- 
tural credit corporations, cattle-loan banks, commercial 
banks, or codperatives, with maturities up to three years, 
might be rediscounted with the Intermediate Credit 
Banks. The rediscounted notes could then be used as se- 
curity for debentures to be sold to the general public by 
the Intermediate Credit Banks. 

It is probable that little more in the way of agricul- 
tural credit machinery is necessary. There has, however, 
been some criticism of the way in which it has been ad- 
ministered, and the growth of the operations of both 
long-term and intermediate credit agencies has fallen 
short of expectations. 

Extreme solicitude for the American farmer was voiced 
in the passage of the Emergency Tariff of 1921, the 
Fordney-McCumber Tariff of 1922, and the Smoot- 
Hawley Tariff of 1930. On the one hand, tariffs were 
imposed on the great majority of agricultural commodi- 
ties to deter imports into the American market, and on 
the other hand duties on manufactured goods were also 
raised to new high levels in order to encourage American 
manufacturing and so, indirectly, to improve the “home 
market” for the American farmer. 

Unfortunately, there are comparatively few staple 
agricultural commodities in which the production is not 
in excess of domestic needs, so that the import tariffs 
have remained for the most part ineffective, or effective 
only in slight degree. There are some cases where sub- 
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stantial imports of a certain grade—such as long staple 
cotton—are necessary because that grade is produced 
with difficulty in the United States. A tariff on such 
grades would stimulate its growth, at higher cost, in a 
few areas in this country adapted to its production, but 
would leave the rest of the cotton growers no better off 
than before, while the entire country would suffer by the 
higher cost of long staple. 

On the other hand, there are few things which the 
farmer has to buy which are not now affected by the al- 
most universal tariffs on manufactured goods. Of the few 
products which remain on the free list wood products, 
fertilizer, agricultural machinery, and harness are the 
more important. 

The Agricultural Marketing Act represented, in the 
main, the fulfillment of the current administration’s 1928 
campaign pledges, and was generally expected to fore- 
stall the forthright price-fixing plans long agitated by 
spokesmen for the agricultural districts. The law created 
a Federal Farm Board, to be appointed by and respon- 
sible to the President. The principal functions asigned to 
it were (1) to minimize speculation, (2) to prevent in- 
efficient and wasteful distribution, (3) to promote 
producer-controlled marketing agencies for the principal 
commodities, and (4) to aid in controlling and prevent- 
ing surpluses through a program of orderly production 
and distribution. A revolving fund of 500 million dollars 
was established to cover these activities. 

In accord with its mandate the Farm Board at once 
began an energetic campaign to extend the membership 
and influence of codperative associations for each of the 
major products, and the integration of the local units 
into regional and national associations in each line. By 
1931 there were about 12,000 local codperatives, with a 
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membership of over 2,000,000 (eliminating duplications) 
whose business amounted to over 2.4 billion dollars. There 
are few crops, however, in which the sales through the co- 
operatives exceed twenty-five per cent of the total pro- 
duction. In 1930-31, for example, about one-sixth of the 
cotton, a quarter of the wheat, a third of the wool, and 
two-fifths of the milk sold to city customers passed 
through the hands of the codperatives. 

Soon after its organization the Board also became in- 
volved in efforts to support the prices of a number of the 
leading crops. It was the prevailing opinion in the early 
fall of 1929 that agricultural prices had already reached 
bottom, and that the current downward trends were due 
to a heavy movement to market which was not warranted 
by the world situation. In August, 1929, the Board urged 
the wheat growers—to take wheat as an example—not to 
rush their crops to market. To facilitate the efforts of 
the codperatives to stem the tide the Board made loans 
to them from the revolving fund, to enable them to buy 
and hold grain as it came from the growers, or as an al- 
ternative, to lend to the growers a larger percentage of 
the anticipated value of stocks deposited but not yet sold. 
Thus in October, 1929, the Board fixed a loan value for 
wheat ranging from $1.18 to $1.25 a bushel, and a similar 
value for cotton of about 16 cents per pound. The 
amount of wheat, cotton, and some other crops with- 
drawn in this way was not sufficient to stem the unprece- 
dented drop in prices, however, and within a few months 
wheat and cotton were selling in the market for less than 
the loan value. This threatened the codperatives with 
bankruptcy, and in the case of wheat and cotton the 
Board set up Stabilization Corporations in February, 
1930, to take over the stocks from the codperatives at the 
loan (not current market) values. It also attempted to 
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give farmers who subsequently deposited wheat the bene- 
fit of the loan values already fixed, but speculators be- 
gan to take advantage of the difference between the 
market price and the higher loan value. The Board then 
sought to eliminate the spread through extensive pur- 
chases in the open market, but with only momentary ef- 
fect on the price. Wheat prices gradually fell to about 
65 cents a bushel, and cotton to 10 cents a pound. 

When the 1930 wheat crop began to come in a heavy 
yield was reported from the Argentine, and Russia again 
appeared as a prominent exporter. As a consequence the 
Board felt called upon to prevent a further disastrous 
decline, and in a few weeks increased its holdings to about 
110 million at a fixed price of 70 cents in Chicago. It 
quickly secured control of the surplus above domestic 
needs, and as a result was able to maintain the pegged 
price despite a continued decline in world wheat prices. 
It undertook to maintain this price until May 31, 1931; 
thereafter it withdrew its support from the market, and 
the price promptly declined to the world level, about 50 
cents per bushel. This left the Board with a heavy stock 
of about 250 million bushels in storage which could not 
be disposed of without a further depression of the market. 
By the end of 1931 the stock had been reduced to about 
190 million bushels.* At the same date it also still held 
about 1.3 million bales of cotton. The total expenditures 
for wheat and cotton stabilization during the two years 
amounted to 406 million dollars, of which 171 million had 
been repaid. The stabilization loans still outstanding 
totalled 235 million dollars, on which the losses cannot 
be determined until the remaining holdings have been 
liquidated. An additional 45 million dollars was outstand- 


* By May, 1932, this had been further reduced to about 90 million 
bushels. 
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ing in loans on other commodities, and loans to the 
coéperatives for other purposes brought the total invest- 
ments of the Board up to 343 million dollars. 

The Farm Board has been bitterly attacked in many 
quarters for its “unjustifiable attempt to interfere with 
the normal workings of the law of supply and demand.” 
There can be little doubt that it unwittingly pitted its 
strength against overwhelming dynamic forces. But in 
fairness to the Board it must be recalled that farm prices 
were already deemed critically low in 1929, and that it 
was well embarked on an attempt to iron out what was 
thought to be a short-run price swing long before the 
business genius of the country had awakened to the wide- 
spread ramifications of the stock-market collapse of 1929. 
The Board has also argued with some reason that while 
it could not prevent the ultimate decline, its price- 
pegging activities gave the farmers a chance to prepare 
themselves, and thus averted a commercial and financial 
disaster of the first magnitude. It is indeed not easy to en- 
visage the effects on our credit and banking structure 
which might have followed the unrestricted dumping of 
agricultural stocks in a bottomless market in 1929 and 
1930. 

The Farm Board itself is foremost in pointing to the 
impossibility of bringing prosperity to the farmers 
through stabilization operations if surpluses continue to 
be produced year after year. Such activities can do no 
more at best than equalize supply from year to year. 
Prosperity depends on finding some adjustment of pro- 
duction to demand which results in a price satisfactory, 
on the average, to the producers. Opinions differ greatly 
as to the way in which this end is to be reached, but they 
may, for convenience in analysis, be classified in four 
broad groups. The first is distinguished by the view that 
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we should seek to stimulate the demand for American agri- 
cultural products, so that a more remunerative price 
could be obtained without a material reduction in the 
volume of production. Elsewhere a lowering of produc- 
tion costs, to make farming more profitable even at low 
prices, is held to be the solution. A third group of pro- 
posals includes a wide variety of price-fixing schemes, 
all of which must depend for ultimate success on the de- 
velopment of some method of removing the surplus from 
the competitive market. A fourth approach to the prob- 
lem makes the curtailment of production the sine qua 
non of agricultural recovery. 

Many of those who look for a rehabilitation of Ameri- 
can agriculture through an improved demand assume the 
eventual recovery of the European markets for American 
export crops, believing that but for the post-war financial 
difficulties of most of the European countries, our sales 
abroad would have continued at a high level. They argue, 
therefore, that farm recovery awaits the settlement of 
the war debt and reparations issues on some basis that 
would ease the burden on the foreign working classes and 
increase their buying power. The extension of generous 
credits to facilitate sales abroad has likewise been urged 
in official circles as a way of clearing out a part of the 
surplus. Professor Edwin G. Nourse has ably demon- 
strated, in his American Agriculture and the European 
Market that this analysis rests on a very shaky founda- 
tion. Throughout the decade or more before the War our 
export trade in staples was constantly declining, for rea- 
sons that have already been reviewed. The War itself 
did not permanently alter the forces that had contributed 
to that decline, but in fact intensified them. A half cen- 
tury of industrial, progress has tended to shift our rela- 
tive advantage in international trade more and more in 
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the direction of manufacturing and against agriculture. 
Furthermore, the tremendous increase in American in- 
vestments abroad, with an equivalent increase in interest 
payments due us, has been a strong force tending to re- 
duce exports as compared with imports. Our tariff policy 
has probably intensified the limitations on foreign buying 
of American produce because of the stumbling-blocks it 
has placed in the way of repayment in kind. Thus while 
additional stocks of farm products might be sold abroad 
if accompanied by abnormally generous credits, the use 
of federal funds to finance sales to foreign buyers who 
could not otherwise obtain credit would amount to little 
more than a gift of the surplus to our friends abroad, 
and would scarcely commend itself as.a satisfactory solu- 
tion year in and year out. 

A quite different view of the situation is held by those 
who talk in terms of agricultural self-sufficiency and the 
development of a profitable agriculture within a domes- 
tic market from which foreign competition is walled out 
by the characteristically high tariffs of the “American 
System.” This was a favorite theme during the Coolidge 
régime. We have already considered the limitations of 
the protective tariff as an aid to producers generally in 
any line in which there is normally an exportable sur- 
plus. Until some means of controlling volume of produc- 
tion is devised, more effective than any yet known, such 
industries stand to benefit little by the tariff, and to lose 
by the higher prices of other goods for which the tariff 
is effective. Professor John D. Black has pointed out the 
significant fact that even where the production of a com- 
modity normally falls short of domestic needs, it may oc- 
casionally exceed them. In this case, the tariff would 
ordinarily be effective in raising the price, but the varia- 
tion in supply from year to year, or even from season to 
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season, would introduce very wide fluctuations in prices 
and profits as the tariff became effective in times of 
deficit and went out of effect in times of surplus produc- 
tion. There are, however, some branches of agriculture 
in which domestic production normally falls short of con- 
sumption, or in which some other product is indirectly 
competitive. In such a case a tariff would tend to im- 
prove the price. Our tariffs on lemons and grapefruit 
are probably fair examples of such a situation. The de- 
mand of the apple growers for a tariff on bananas two 
years ago would have “‘cashed in” on an improvement of 
this sort. Nevertheless we may doubt whether the advan- 
tages thus to be derived in the short run by comparatively 
small agricultural groups are sufficient to offset the 
losses suffered by other farmers, to say nothing of the 
great mass of non-agricultural consumers, as a result 
of the enhanced prices. There is plenty of reason to sup- 
pose also that the higher profits obtained by these pro- 
ducers would result in increased production in the long 
run due to the gradual shifting of other farmers into the 
preferred lines, and that declining prices in the face of 
the increased output would ultimately cancel the tem- 
porary gain. 

Also we have those who pin their faith on science; who 
look to the engineer, the chemist, the physicist and the 
other men of research to develop new uses for agricul- 
tural products. Already an amazing series of new uses 
for old crops, and possibilities for new crops to substitute 
for old, may be listed in a record of romantic achieve- 
ment. That these promise a solution of the problems of 
certain classes of farmers may fairly be assumed, but in 
the nature of things neither the rate nor direction of any 
such development can be predicted. It is scarcely safe, 
therefore, to expect far-reaching or miraculous relief. 
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Others who have prescribed for the farmer’s ills as- 
sume continued production at something like the present 
volume, but instead of looking to a far-reaching improve- 
ment in price based on enlarged demand, they propose 
the reduction of costs so as to make production even at 
the prices of recent years reasonably remunerative. This 
is the stamping ground of the disciples of scientific 
farming. 

One of the more promising, and most fervently en- 
dorsed methods of gaining for the farmer a larger per- 
centage of the consumers’ dollar is the development of 
codperative marketing agencies. The Federal Farm Board 
has been active in promoting the organization of the 
farmers’ codperatives, and integrating them through re- 
gional and national sales organizations. It has repeatedly 
stressed their importance as agencies for mobilizing the 
principal crops and distributing them efficiently. No 
doubt some notable economies can be made in this way, 
especially in the case of perishable products, but on the 
whole the savings which can be effected for the farmers 
are probably much overestimated, since many of the ex- 
aggerated costs occur in wholesale and retail distribution, 

_to which the farmers’ codperatives could scarcely extend. 
The development of chain retailing tends to reduce the 
number of separate stages, to concentrate buying, and 
to bring farm and retail prices into closer accord, but 
there is complaint that the chains pass the savings to 
the consumer rather than to the farmer. 

The reduction of the farmers’ costs through the im- 
provement of credit facilities open to them has been 
review at an earlier point. Still another attempt to 
improve the farmer’s position was embodied in the Hoch- 
Smith Resolution passed by Congress in 1925, which di- 

rected the Interstate Commerce Commission to establish 
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the lowest possible lawful railway rates for agricultural 
products, including live stock. The goal in this, as in the 
agitation for waterway transportation and the like, is a 
more or less general, though far from uniform, reduction 
in costs of production and marketing. 

Much has been said in recent years of the necessity of 
tax reform in behalf of the farmers. The problem is not 
simply the reduction of the aggregate tax burden, 
through governmental economy, the consolidation of 
local units of government, or a more judicious planning 
and financing of public improvements such as roads, but 
includes also the distribution of the burden as between 
the farmers and the non-agricultural citizenry. Without 
much question the agricultural producers have borne a 
disproportionate share of the tax burden in the great 
majority of our states. In most of them the general prop- 
erty tax has constituted the backbone of the revenue 
system, and the income tax has been used sparingly if 
at all. In 1913 the farmers of the country paid out about 
10 per cent of their incomes in taxes, while the average 
for all others was only 6 per cent; in 1922 their respec- 
tive contributions were 14 and 11 per cent, while by 1929 
the reduction in income tax rates and larger city incomes 
had substantially restored the relationship of 1913. It 
seems, therefore, that the farmer may reasonably demand 
that the tax system be reorganized so as to place much 
more reliance on an income tax with lower exemptions, 
and so to reduce the amounts to be raised by levies on 
physical property. In a predominantly agricultural so- 
ciety the estimated value of tangible property might per- 
haps fairly be taken as the criterion of ability to pay 
taxes, but under modern conditions such a standard is 
highly inequitable. In fact one of the most serious aspects 
of the tax problem as it touches the farmer is that the 
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size of his contribution has no direct relation whatsoever 
to his income at any particular time. Reductions in as- 
sessments are difficult to secure, and if granted in large 
numbers are likely to be offset by an increase in the tax 
rate; thus his tax bill remains constant regardless of 
declining income, and his burden may be relatively in- 
creased. A reduction in the emphasis placed upon the 
general property tax in the state revenue systems would 
tend to free the farmer from an excessive piling up of 
the tax burden in periods of low returns and would limit 
the danger of loss of property. Furthermore it would 
reduce the necessity of planting large crops in the face 
of prospective surpluses to bring in some income to 
meet fixed tax payments. And finally it would remove 
one of the obstructions to the reversion of inferior land 
to woodlot and would thus tend to promote an actual 
elimination of much high-cost production. 

The proponents of scientific agricultural methods are 
probably the most buoyant of all those who seek the cure 
for the farmers’ ills. Indeed we may fairly assume that 
improved methods, greater use of power and labor-saving 
machinery, and an increase in the size of the unit for 
certain crops will increase the profits of progressive 
farmers by enabling them to produce at lower unit costs. 
In recent years corporation farms and chain farming 
have received a great deal of publicity as the coming 
forms of farm organization, carrying, as they do, a sug- 
gestion of the magic power of “superior” management 
and mass production. But here we encounter the paradox 
of modern agriculture: new methods may improve the 
position of those who first adopt them, but as more and 
more seek seats on the bandwagon, will not increasing out- 
_ put result in ever lower prices so that the last state may 
be worse for the mass of farmers than the first? 
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We may sum up the discussion of the various methods 
of reducing the farmer’s costs in these general terms: a 
lowering of costs horizontally, whether by less costly mar- 
keting methods, reduced transportation costs, or a re- 
adjustment of the tax system, would tend to benefit the 
farmers as a whole assuming that the more favorable 
returns did not too greatly stimulate production. Many 
of the developments discussed, however, and particularly 
the adoption of scientific methods and the extended use 
of power machinery, would affect different producers in 
widely varying degrees and would increase the pressure 
on the higher cost producers because of the almost in- 
evitable tendency to increased output. Thus the drive for 
lower costs may solve the problem for the more favorably 
situated producers but it does not eliminate the problem 
of dealing with the very large present group for whom 
the reduction in costs to accord with low prices must 
come out of the share attributed to the labor of the 
farmer and his family. For this reason it is as much a 
social as an economic problem. 


The farmers, like most of the rest of us, find little 
comfort in the assurances of economists and others that 
in the course of time, and other things being equal, a new 
point of equilibrium will be reached. They are after all 
less interested in conditions fifty years from now than in 
those of the immediate present and near future. They 
urgently demand that something be done, here and now, 
to secure an adjustment of sales and price that will raise 
the level of farm incomes as a whole. To this end many 
plans have been devised which seek in one way or another 
to remove from the competitive market the surplus over 
and above the amount which can be sold at the desired 
price. 
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The leading proposal with this end in view has been 
the equalization fee plan, embodied with some variations 
in the successive editions of the McNary-Haugen bills 
since 1924, and already honored with two Presidential 
vetoes. The idea behind this plan is that if the stocks of 
a given commodity in the American market could be cut 
down by selling the surplus abroad, and foreign sup- 
plies at the same time kept out by tariff barriers, the 
ensuing shortage would raise the domestic price. If these 
measures were carried far enough the higher price in the 
home market would give the American growers a satis- 
factory income even though they had to subsidize the 
exporters to enable them to buy up the surplus here and 
sell it for less in the world market. Thus the plan called 
for the creation of a Federal Farm Marketing Board, 
with power to make contracts with exporters which would 
guarantee to make up the “losses” incurred in buying 
farm products in the United States and selling them 
abroad for what they would bring. The reduction in the 
supply in the protected American market in this way 
might eventually raise the domestic price above the world 
price by the full amount of the tariff rates in force. In 
the case of wheat this would be 42 cents. The Board 
would make good on its guarantee to the exporters out 
of the proceeds of an equalization fee to be collected from 
the growers. The amount of the subsidy to be paid to 
the exporters would vary, depending on the domestic 
price of the grain bought for export, up to a maximum 
of 42 cents a bushel. Obviously the amount to be col- 
lected from the farmers in the equalization fee would 
vary from a negligible amount per bushel if the export 
surplus were small, up to a sum in the case of a large 
surplus which would almost completely cancel the advan- 
tage to the farmers of the higher domestic price. 
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Another project that has attracted wide support, in- 
cluding that of the National Grange, and would seem to 
work somewhat more automatically than the equalization 
fee proposal, is the export debenture plan. The idea in 
this case is to establish export bounties or subsidies of 
fixed amounts for each of the leading agricultural com- 
modities, usually equal to one-half of the tariff rates. 
This would make it profitable for exporters to buy farm 
products in the American market and sell them for what 
they could get abroad, until the continued withdrawal of 
supplies had bid up the domestic price above the world 
price by an amount approximately equal to the subsidy 
or bounty. When that point was reached further exports 
would not be profitable, but they would be resumed auto- 
matically whenever the domestic price dipped below the 
fixed differential above the world price. The plan pro- 
vides that the exporters should receive their subsidies, 
not directly from the Federal Treasury or from the 
farmers themselves, but in the form of certificates or 
debentures receivable at fixed values in payment of im- 
port customs duties. Thus the exporter who shipped a 
thousand bushels of wheat abroad would receive deben- 
tures to the amount of about $210 to offset the lower 
price in the world market. He could cash these debentures 
at his bank or sell them in a market which presumably 
would develop for them. Eventually they would be bought 
up by importers of other goods and used instead of cash 
in payment of the duties on these commodities. Thus the 
duties levied to protect American manufactured goods, 
and agricultural products of which we normally have a 
deficit, would be used to make the tariff equally effective 
on those products of which we normally have a surplus. 
Tn an effort to forestall excessive expansion of production 
under the influence of the higher prices, the plan calls 
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for a scaling down of the debenture values progressively 
if growth in production exceeds certain prescribed per- 
centages. 

The domestic allotment plan which has recently been 
incorporated in proposed legislation is interesting for 
the way in which it frankly faces the problem of limiting 
any increase in production under the stimulus of higher 
prices. The idea in this case is to work out figures for the 
aggregate domestic consumption of each of the leading 
agricultural commodities, and then split up this total 
into state, county, township, and individual allotments, 
with some sort of a commission in each state, comparable 
to a state tax commission, to pass on complaints regard- 
ing the allotments. The individual farmer’s allotment 
would be determined on the basis of production figures 
for a number of years, and presumably might be a mov- 
ing figure. Taking wheat for example, each grower would 
receive allotment certificates for so many bushels but 
would be legally free to produce more or less as he saw 
fit. The plan would require, however, that only wheat 
accompanied by allotment certificates might be milled 
into flour for domestic consumption. Therefore by keep- 
ing the allotment certificates below domestic needs the 
price of allotment-covered wheat would be bid up to 
the point where foreign wheat would begin to come in 
over the 42-cent duty. In other words, two prices for 
wheat would emerge—uncertified wheat, the price of 
which would bear a close relationship to world prices, 
and certified wheat, which would be higher by approxi- 
mately the amount of the tariff on wheat. The allotments 
would be transferable, like warehouse receipts; they 
would presumably have a cash value at all times (al- 
though naturally at a discount in the months prior to 
harvest), and would therefore furnish a desirable source 
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of production credit since the farmer could borrow on 
the cash value of his allotment. At the same time there 
would be comparatively little incentive to expand pro- 
duction indefinitely, since it would be known that any 
production in excess of the allotments would command 
only the world price. Furthermore, there would be no 
interference with the shipment of surplus wheat abroad, 
since its price in this country would already be definitely 
geared to the world price. 

These proposals by no means exhaust the methods pro- 
posed in one quarter or another for the enhancement of 
the domestic price through the removal of the surplus 
from the home market, but they clearly illustrate the 
common problem. None of these plans has much to say 
about the reaction of foreign producers to a policy of 
“dumping” our surplus in their home markets, although 
it is probable that tariff barriers would quickly be raised 
to offset the subsidies accorded our own producers. An- 
other objection of some weight is that they involve an 
increased (and possibly pyramided) burden for the domes- 
tic consumer without giving adequate assurance in most 
cases that production will be kept within rigid limits, lack- 
ing which there is little prospect of material relief for the 
farmer save for a short period. To be sure those in 
authority have seldom displayed undue solicitude for the 
domestic consumer when considering tariffs on manufac- 
tured goods, but the man in the street may perhaps be 
permitted to squirm at the thought of being made a 
futile sacrifice. If the serious, but probably not fatal, 
administrative difficulties could be solved, and workable 
methods of limiting further expansion of production de- 
veloped, some such program would be logically consistent 
with the great American System of protection, and surely 
no more “uneconomic.” It is something of a shock, there- 


WHITHER AGRICULTURE? 313 


fore, to find in the ranks of those competent to speak 
for the manufacturing interests in our country, some 
doubt as to the economic advantage of establishing our 
agricultural prices on a level higher than that prevail- 
ing outside the charmed walls of our tariff structure. 
Yet we find no less an authority than former Secretary 
Mellon viewing the equalization fee plan with deep fore- 
boding. On June 25, 1926 he remarked that, under its 
operation, 


“European labor could purchase American products 
at a lower price and live more cheaply than American 
labor. Foreign industrial costs would be lowered and the 
foreign competitor assisted in underselling American 
products abroad and in our home market.” 


Apparently what is sauce for the goose is not sauce for 
the gander. 

We have finally to consider the possibility of keeping 
American agricultural production within the limits re- 
quired for the maintenance of a satisfactory price (as 
contrasted with dumping the surplus above that amount 
abroad). Where producers are few, as they are in some 
lines of manufacturing industry, the limitation of output 
and the maintenance of a monopoly price has been ac- 
complished at times by tacit agreement. But when they 
number hundreds of thousands such control is impos- 
sible. The suggestion has been made that the codperatives 
might become an agency through which some measure 
of regulation could be effected, perhaps by pressure 
brought to bear on the individual producers, backed up 
by credit control or some other weapon. Thus far, how- 
ever, the codperatives in America have never handled a 
sufficient volume of any product, with the possible ex- 
ception of citrus fruits, to make such a plan seem more 
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than remotely plausible. There have been proposals in 
some of the southern cotton states to control the plant- 
ing of the crop by law, and the example of the govern- 
mental control of oil production in Oklahoma may invest 
the scheme with a certain appeal. For most agricultural 
products, however, the growing areas are distributed 
over too many states to give much promise of effectively 
articulated control, and restrictions unevenly applied 
would merely penalize the producers subject to them. 

As we cast an appraising glance back over the varied 
proposals which have been made for the economic re- 
habilitation of the farmer, it seems clear that neither 
singly nor as a group do they go directly to the heart of 
the problem—the excess of productive capacity and man 
power in agriculture. The question therefore remains: 
can anything be done to bring about an adjustment of 
agricultural plant, the number of farmers, and aggre- 
gate output to current demand in such a way as to yield 
more generous remuneration of the farmer’s efforts; or 
must the situation be left blindly to take care of itself 
under the free play of “natural economic laws”? 

Even without outside assistance farm output will pre- 
sumably adjust itself in the long run to a relatively 
smaller consumption and a lower level of prices than has 
prevailed in the past. The drift of population from the 
farms to the cities is not due solely to the superior at- 
traction of the bright lights for the human moth. It is 
part of a silent adjustment that has been under way for 
more than a third of a century. It has indeed been re- 
versed in the past two years by conditions in the cities 
which to the casual mind have placed industry tempo- 
rarily in a position even more undesirable than that of 
agriculture, but the return of industrial activity may be 
expected to produce a revival of the movement of farm 
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youth to the industrial districts in search of more promis- 
ing opportunities. 

This adjustment will also be forwarded by the aban- 
donment of run-down, sub-marginal land, perhaps has- 
tened by the destruction of soil resources which is almost 
bound to follow when farm incomes are too low to per- 
mit the purchase of fertilizer. Much cotton was planted 
without fertilizer in the older producing areas in 1932, 
and the needs of the soil have been similarly neglected 
under economic stress in many other sections. The with- 
drawal of land from crop use may be advanced to some 
extent by the dispossession of current owners through 
mortgage foreclosure, bankruptcy, or reversion for non- 
payment of taxes. Usually the better grades come back 
into use, however, through resale; indeed the prices are 
likely to be enough lower to effect substantial reductions 
in “fixed” overhead expenses—interest, taxes and so on 
—and this may serve to put the new operator back into 
the running again as a lower-cost producer. Finally a 
painful process of trial and error may lead each of the 
remaining farmers to the discovery of the most remunera- 
tive forms of production, and the redistribution of farm 
resources and labor along new lines of greatest advan- 
tage and maximum income. 

The experience of the past is sufficient to warrant the 
belief that all this will work out in time, but that does 
not mean that the ultimate adjustment so arrived at 
would be of necessity the most desirable, either from an 
economic or a social point of view. The term over which 
these long run adjustments work themselves out is far 
longer than is usually envisaged in the discussion of the 
workings of “natural economic law.” Moreover, the price 
in terms of human hardship and suffering by such un- 
mitigated change is extreme, as is the price of any un- 
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controlled adjustment to revolutionary industrial change, 
and the social costs are not to be reckoned in any simple 
calculus. 

Few now remain who are so bold as to say that the 
farmer should be left to stew in his own juice. Both of 
our major political parties have officially recognized his 
right to any measure of relief that is economically and 
administratively practicable, although there is still room 
for difference of opinion as to what that would include. 
The least that can be done is to attempt to gauge the 
force and direction of current trends and then utilize 
the power of governmental and social institutions to 
hasten the transition to a new point of balance and to 
cushion the social and economic shocks incident to the 
process. By viewing the problem as a whole a unified and 
harmonious program to this end may be developed. Some 
of the leading components of such a program may be 
summarized as follows: 


1. The federal and state governments should under- 
take a comprehensive study of land resources and 
utilization. Such information is vitally necessary to 
facilitate the redistribution of productive facilities 
and labor among the several possible lines of pro- 
duction. It would also serve as a basis for a care- 
fully worked-out program for the purchase of 
sub-marginal land for forest reserves, parks, and 
other non-agricultural uses, 


2. Projects for the reclamation of additional farm 
land should, generally speaking, be given up save as 
they involve important water-power developments. 


3. Land coming into governmental hands for non- 
payment of taxes should be withdrawn from crop 
use, unless very favorably situated, and transferred 
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to forest reserve or otherwise covered in such a way 
as to conserve the soil resources. 

This policy should be accompanied by a revision 
of the tax system so as to correct the inequality 
of the general property tax as it now stands in most 
states. A greater period for the redemption of land 
should perhaps be afforded the owners prior to final 
conversion, to prevent unwarranted individual losses 
in periods of unusually low farm incomes or of per- 
sonal adversity. 


Continued support should be accorded agricultural 
research, and encouragement extended to every 
means of adjusting costs to lower prices. While this 
may intensify the difficulties of the marginal pro- 
ducer in certain respects the latter may be better 
handled if definitely recognized as a social problem 
requiring special measures for relief. 


To this end a thoroughly integrated employment, 
placement, and rehabilitation service which will 
cover both agriculture and industry is necessary, to 
acquaint the surplus farmer of the alternative pos- 
sibilities open to him. Much of the readjustment 
will naturally come about through a shifting of the 
vocational choices of the coming generation, and 
adequate guidance should be open to them. There is 
likewise a definite place for old-age pensions as a 
means of facilitating personal readjustment to 
changed conditions in agriculture as in industry. 


Inasmuch as comparatively heavy variations in crop 
yield are possible from year to year because of natu- 
ral conditions there may be room for stabilization 
operations by a central agency such as the Federal 
Farm Board, if it is clearly recognized that such 
operations cannot do more than even out the flow of 
farm commodities to the market, and that they can- 
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not therefore be expected materially to increase the 
average price. The Farm Board is not to be too 
severely criticized for its failure to anticipate the 
extent of the price decline in 1930-31, but this 
experience reveals the difficulty which is involved in 
stabilization operations: they necessarily rest on a 
forecast of the future. 


7. The farmers as a whole would probably gain more 
through a lowering of tariff rates on manufactured 
goods than through any mechanism for making the 
tariff effective on farm products. If, however, we 
continue to adhere to our policy of high protection, 
the agricultural interests may with justice demand 
the enactment of legislation providing for the dis- 
posal of the surplus abroad, so as to make possible 
a higher domestic price behind the tariff wall. 


Since the farm problem is basically one of readjust- 
ment to lasting and far-reaching changes attention in 
this chapter has been devoted mainly to them, and less to 
specific measures for coping with the farmer’s distress 
in the current depression. This does not mean that the 
farmer has been hit less severely than his industrial 
brother. The recent return flow of population toward the 
farm does not indicate a shift in balance in favor of agri- 
culture, but rather the imposition of a part of the burden 
of unemployment relief on the already heavily laden 
shoulders of the farmer. So far as the depression itself 
is concerned there seems to be little that the farmer can 
do to bring it to an end. By force of necessity he has 
taken the risks of continued production. Surely little of 
that timid “lack of confidence” to which our current woes 
are attributed can be laid at his door! The most urgent 
need of the moment is some safeguard against the indis- 
criminate elimination of independent farm owners be- 
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cause of tax default or mortgage foreclosure. While the 
elimination of many farmers is inevitable in the long- 
run adjustment, headlong dispossession as a result of 
fortuitous circumstance substitutes a sudden for what 
should be a gradual process, and does not necessarily in- 
volve a wise selection of those who are to remain. To this 
end governmental assistance in the reorganization and 
refunding of farm debt and similar measures seem to be 
in order, as are also relatively generous provisions for the 
amortization of accrued taxes. It is obviously far from 
desirable to aggravate the unemployment situation by 
the addition of heavy contingents of farmers, suddenly 
stripped of the last vestiges of independent property 
ownership, and untrained for any other vocation. 

The long-run adjustment of agriculture may—and 
probably will—be left for the most part to chance and 
the undirected operation of economic forces, sometimes 
aided, and at other times obstructed, by the pursuit of 
conflicting or uncoérdinated policies in the agricultural 
and industrial fields. On the other hand we may seek, as a 
nation, to forge out a constructive social policy which will 
envisage a definite sphere for both agriculture and indus- 
try, and will seek to guide the operation of economic forces 
in such a way as to minimize the hardships of the long 
period of transition to a new point of equilibrium. The 
physicist does not repeal natural laws, but has gone far 
in showing us how we may live with them in comfort. 
Through wise social policy we may seek to make our- 
selves masters also of economic forces. 
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CHAPTER XII 


UNEMPLOYMENT 





BY DAVID A. McCABE 


NEMPLOYMENT is an ever-present problem of 

our industrial system. Even in what many now 
wistfully call “normal years” the number of unemployed 
was rarely, if ever, less than a million. In May, 1929, 
for example, there were approximately 2,000,000 work- 
ers unemployed, according to the estimate of Professor 
Paul H. Douglas. In other words, while prosperity was 
apparently still with us, we had at least half as many un- 
employed as we had a year later when we were obviously 
in a depression. Naturally enough, it is unemployment 
as the concomitant of a general business depression which 
arouses public attention but what needs to be remem- 
bered is that unemployment is a problem of no mean pro- 
portions even in times that pass for prosperous. It is to 
this more permanent phase of the unemployment problem 
we shall first devote our attention. 

It would be comforting to many of us if we could be- 
lieve that those who are idle in times when the percentage 
of unemployment is not above average are in the ranks: 
of the unemployed for reasons particular to them—that 
they do not really want work, or are ill or disabled, or too 
old or mentally too slow, or otherwise incapacitated for 


regular work. The “unemployables” would still be a social 
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problem, to be sure, but one involving corrective or re- 
habilitating treatment for individuals, or individual re- 
lief. It would still permit us to say that no one who is 
willing to work and able to work need be unemployed for 
any disturbing length of time, save in those unfortunate 
periods when nearly all of us have our incomes reduced. 

It is, of course, impossible to state accurately what 
percentage of the unemployed at any given time are out 
of work because of causes particular to them as indi- 
viduals. Lack of an aggressive willingness to work on the 
part of the able-bodied and mentally capable is especially 
difficult for the enumerators to detect. Nevertheless, it is 
usually assumed by students of the subject that the great 
majority of those unemployed at any particular time are 
both able to work and willing to work if they could find 
jobs, at least at the wages they received when they were 
employed. This last qualification may appear to be the 
crux of the question. We shall return to it later. 

In part, idleness among “employables,” that is,. those 
willing and able to work—and it is to them that the dis- 
cussion will be confined from now on—is due to the fail- 
ure of the unemployed worker to establish contact with a 


_ job that he would take if he knew of it and could reach it, 


| 
| 








rather than to lack of openings. This points to the lack 
of an adequate system of honestly and economically ad- 
ministered employment exchanges. Experience has shown 
that private employment exchanges do not fully meet the 
need. We shall not stop here to go into the reasons why 
they do not. The need of a system of public employment 
exchanges and the propriety of extension of govern- 


mental activity to this field is widely recognized. The 


federal government and many of the states and munici- 


| palities have already assumed the supplying of this serv- 
| ice, as far as the limitations under which they operate 
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will permit. The matter has apparently passed the stage 
of questioning whether we should have public employment 
agencies and reached that of determining the proper or- 
ganization and coérdination of the agencies and of secur- 
ing proper financing and efficient administration of them. 
This is one of the least spectacular phases of the attack 
on unemployment but it is not the least important. Not 
only would the establishment and efficient operation of an 
adequate system of public employment exchanges tend 
to eliminate the unemployment due to lack of contact be- 
tween the man who wants the job and the job which needs 
the man, but it would also yield as a by-product much 
more satisfactory data than we now have on the amount 
and distribution of unemployment and so help us to chart 
its causes. , 

The cause which has traditionally been charged with 
the bulk of unemployment occurring in years of average 
or better than average business activity is the seasonal 
variation which characterizes many lines of production 
or trade. The construction industry, to take a familiar 
example, gives not more than two-thirds as much em- 
ployment in the winter months, on the average, as in the 
summer. Some important manufacturing industries, too, 
such as the automobile, agricultural implements, and 
ready-made clothing industries, show a _ considerable 
seasonal fluctuation. To be sure, the busy season in some 
industries comes in the dull season for others, a fact 
which tends to level out the differences between the num- 
ber employed in industry as a whole in one month as com- 
pared with another. But this does not mean that the 
workers let out by one industry are absorbed by another 
to a degree and with a speed which would make the varia- 
tions from month to month in the amount of employment 
they get as small as the variation in the total number em- 
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ployed in industry as a whole. Barriers of specialized 
skill, geography, and attachment to their particular oc- 
cupations and localities prevent anything like the dove- 
tailing suggested by the figures of the total number 
employed. 

The causes of seasonal unemployment are to be found 
chiefly in the undulations in the demand for the particu- 
lar products. The effect of weather conditions on the pro- 
ductive processes themselves, and on transportation as 
well, doubtless play a part. And industries primarily con- 
cerned with preserving and packing agricultural prod- 
ucts of a perishable nature are obviously driven toward 
seasonality of operation. Nevertheless the climatic factor 
contributes more to seasonal variation in operations 
through its effect on demand, than through the handicaps 
it imposes on supply. For example, in all three of the 
industries instanced above—automobiles, agricultural 
implements and ready-made clothing—it is seasonal con- 
centration in demand rather than technical difficulties 
in production imposed by the weather which accounts for 
the seasonal variations in production. Even in the con- 
struction industry, the following of traditional dates in 
the beginning of leasing periods is said to be a more im- 
portant factor in the seasonality of operations than the 
difficulty of carrying on the operations in the winter 
months. It must be remembered, too, that seasonality in 
demand extends backward from the first line of use or 
consumption to supplying industries or services, such as 
the bituminous coal industry, the cement industry, and 
the automobile servicing activities. 

Seasonality in the production of certain classes of 
“consumers’ goods” which has as its primary or original 
basis a natural change in the consumers’ demand between 
the cold season and the warm, has been retained or intensi- 


326 FACING THE FACTS 


fied by influences which are logically independent of the 
weather. Emphasis on changes in styles is an important 
factor. The demand for ready-made garments will naturally 
alternate from cold-weather garments to warm-weather 
types with the change in seasons, but the concen- 
tration in buying for each season—and in production, in 
turn—is aggravated by changes in fashion within the re- 
quirements of warm or cold weather clothing. Changes in ~ 
models have the same effect in the buying of passenger 
automobiles, although the succession of improvements 
from year to year offers more justification for it in this 
industry. Responsibility for the prevalence of such in- 
fluences rests in large measure upon the producers or 
sellers, or both. On the other side we find that the fluctua- 
tion in consumer demand for some products is largely due 
to habit and tradition, a force which some of the producers 
have attempted to break down, though their efforts have 
met in some cases with a discouraging lack of success. 

Seasonal variation in demand does not necessarily com- 
pel a corresponding variation in the volume of production. 
The two biggest factors making for such correspondence, 
apart from custom, are the costs of storing, including in- 
surance and interest, and the assumed necessity of keep- 
ing production close in time to the style decisions. In the 
automobile industry both the style or model factor and the 
high cost of storing are conspicuous obstacles to regular- 
ized production. The question of storage also enters into 
the problem of regularizing production in industries de- 
pending upon seasonal supplies. 

In recent years much attention has been devoted to the 
possibilities of reducing seasonal variations in production 
and employment. Individual companies, too, have made 
notable advances toward regularization of employment 
through the year. Such names as Procter and Gamble, 
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Dennison, and Hills Brothers leap readily to mind as ex- 
amples of what has been accomplished. Unfortunately 
they are not typical. The year 1929 found most com- 
panies in the industries heretofore classed as seasonal still 
unconvinced that the factors making for oscillations be- 
tween busy and slack seasons in their production could be 
overcome without too great a sacrifice of profit. 

The notion is frequently advanced that the failure to 
stabilize employment throughout the year is due in large 
measure to the failure of the employers concerned to grasp 
that the costs involved in alternations between peaks and 
troughs of production are really greater than the cost 
would be of smoothing out the line of production. The ad- 
vantages of keeping a relatively stable force of employees, 
of avoiding overtime rates, and of securing a relatively full 
utilization of machinery and other production equipment, 
adjusted in amount to a steady run of production, would 
more than offset such costs as increased selling expense in 
the dull periods and storage, as well as the loss of the 
additional business which might be gained at the peak of 
demand. There is doubtless some validity in this conten- 
tion, how much we do not yet know. It varies, of course, 
from industry to industry, with the relative strength of 
the forces of consumers’ preferences and of nature to be 
overcome, with the relative importance of capital equip- 
ment, with the type of labor employed, etc. It also varies 
to some extent from company to company, according to 
its particular position with reference to the amount and 
character of the competition it has to face, and its relative 
strength in dealing with the middlemen. 

One fact which must not be overlooked is that a policy 
of regularization followed by one or two firms in an indus- 
try may give them a differential advantage over the other 
firms in such matters as the selection of employees, which 
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might be greatly reduced if the policy were general rather 
than exceptional in the industry. Caution must be exer- 
cised too, in assuming that because some concerns have 
“filled in” with side-lines in the off seasons for the regular 
lines, this remedy can be applied generally. If the side-line 
is one which is the main business of other concerns, the 
seasonal entry into the field by a company which uses it as 
a “filler-in” may represent no appreciable increase in the 
total volume of employment. Without attempting to mini- 
mize the credit due to individual companies for their in- 
itiative and achievements, the reduction in seasonal 
unemployment apparently remains a problem requiring a 
general change in policy for the industry in question as 
a whole. 

It is a much mooted question whether industries charac- 
terized by seasonal operation should not be subjected to 
an additional charge on this account, the proceeds to be 
devoted to paying unemployment benefits to those laid off 
in the dull seasons. This would not only help to reduce the 
social costs of unemployment but would also exert finan- 
cial pressure toward greater regularity of operation—a 
result which is even more desirable. This is a part of the 
general argument that every industry should bear its so- 
cially necessary costs; if certain industries follow a policy 
of giving intermittent employment they and not the work- 
ers should bear the burden. It is assumed, of course, that 
the cost would be largely shifted to the consumers of the 
products, a shifting which would be no more than fair, to 
the extent that the consumers are responsible through 
adherence to buying or consumption habits, or insistence 
on having a new fashion. 

On the other side, it is argued that the workers are 
themselves largely responsible for their seasonal unem- 
ployment because of their unwillingness to seek employ- 


UNEMPLOYMENT 329 


ment in industries which are busy, and that in some 
occupations they are already being compensated for 
irregular employment in higher wage rates; in other 
words, that there is little injustice to the seasonally un- 
employed in the present situation. An additional payment 
for unemployment would, it is contended, intensify their 
reluctance to take other jobs open to them and make 
them even more satisfied to regard as their right regular 
periods of idleness for which they are well paid at the 
expense of the consuming public. We shall return to these 
aspects of the problem in discussing proposals for unem- 
ployment reserves and unemployment benefits. 

Another source of unemployment is the group of 
changes of relatively permanent character which go on 
more or less constantly within the general demand for 
goods and services or in methods of production and dis- 
tribution. Unemployment as the result of the introduc- 
tion of methods requiring less labor or less skill for the 
same volume of product has attracted much attention in 
the past few years under the impressive name of “‘techno- 
logical unemployment.” Although the name is new, the 
thing is not. Less discussed, but not unimportant is the 
apparently permanent decline in the demand for particu- 
lar products, due to changes in fashion, ways of living, or 
the appearance of cheaper or better substitutes. The bitu- 
minous coal industry not only suffers from seasonal varia- 
tion but was also chronically depressed for several years of 
the prosperity era before 1929 through the competition 
of substitutes. Cotton manufacturing, too, was linked with 
bituminous coal as an exception to the rule of prosperity. 
How many smaller industries were declining in their 
annual output we do not yet know. All this is independent 
of the reduction in the number of men employed by par- 
ticular firms which were losing business to other companies 
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in the same industry, and the dislocation in employment 
caused by the decline of older centers of production in 
favor of newer ones. To what extent the workers displaced 
from their jobs by the passing of production to other 
companies or other localities have followed the migration 
of the business we do not know; those who did not were 
replaced by others in the “total number employed” in the 
industry, without leaving much statistical trace of the 
shift in personnel. 

That improvements in methods of production were 
taking place in the years after the war which were secur- 
ing a notable increase in output per worker employed was 
widely recognized. It was commonly assumed to be the 
explanation of the margin by which wage rates had es- 
caped the same percentage reduction as prices from the 
post-war peak. Another aspect of what was going on was 
the reduction in the total number employed in manufac- 
turing—in spite of the increased total output—a reduc- 
tion estimated as half a million from 1920 to1929. In some 
manufacturing industries the proportional reduction was 
doubtless much greater, the decline in these being offset 
to some degree by increases in the number of employed 
in others; how far those let out of the one and taken on 
in the other were the same people we again do not know. 
On the railroads the number of wage-earners employed was 
reduced in much greater proportion than in manufac- 
turing; some estimates put the reduction as high as one- 
quarter. 

It must not be assumed that technological changes nec- 
essarily result in a permanent reduction in the number 
employed in the industry in which they occur, still less 
that they necessitate a permanent reduction in the total 
volume of employment. Much depends upon the nature 
of the demand for the particular product, and upon the 
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effects, direct and indirect, upon the demand for labor 
in the manufacture of equipment, servicing activities, etc. 
Moreover, labor displaced from certain industries and not 
taken on by contributory or complementary lines, may 
eventually be absorbed through an increase in the demand 
for other goods or services, indirectly due to an increase 
in production in the industries first affected by the new 
methods. The long-run effects of technological changes 
have not yet been statistically traced. Much of the dis- 
cussion of the subject turns on particular examples or 
analyses of the probable effects under assumed sets of 
conditions, leading to conclusions optimistic or pessimistic 
according to the examples emphasized or the conditions 
postulated. 

Whatever may be the effect of technological changes 
upon the total volume of employment in the long run, 
there is plenty of evidence that many such changes have 
displaced many workers from the jobs they then held who 
were not taken care of by transfers within the plant and 
were not subsequently employed in the same industry or 
even the same trade. How long they were unemployed or 
what kinds of jobs they eventually got, if any, we do not 
know. Pioneering studies of particular sets of cases indi- 
cate that the majority of the displaced workers did not 
become reémployed until after several months. The actual 
results will vary, of course, with the ages of the men, the 
kinds of work they are willing to take, their willingness 
to move to other localities, and with the general state of 
the demand for labor at the time. 

The effects upon individual workers of improvements 
in methods of production involve more than is reflected 
in the figures of total unemployment. A man may con- 
tribute but sixty days to the total figure of “days unem- 
ployed” and have suffered a demotion from a skilled job 
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to a relatively unskilled one. On the other hand, many 
individual workers have acquired better jobs as the re- 
sult of the introduction of new methods. The data are not 
available for the computation of the exact score for either 
side. This much is clear, however ; some workers have lost 
skilled jobs which they were not able to duplicate or match 
in a reasonably short period and many of them not at all. 
Meanwhile, most of those who eventually found their way 
out of the class of unemployed had been in that class for 
months. Thus displaced workers had borne in unemploy- 
ment or in wage-rate demotion, or in both, part of the 
cost of improvements which presumably added to the 
profits of producers and may have reduced costs to con- 
sumers, and even provided better jobs for other workers. 

Neither technological changes nor shifts in demand are 
likely soon to disappear as causes of unemployment. It 
is not at all sure that it would be wise to attempt to pre- 
vent them. So far as the displacement of workers is con- 
cerned it is primarily a question of rehabilitation or com- 
pensation, rather than of prevention. In this connection 
the two types of causal change differ fundamentally in 
that when labor is shaken loose by improvements in meth- 
ods, the employers are presumably gaining by the change, 
whereas the producers who have to let men go because of 
a decline in the demand for the products are themselves 
losing at the same time. 

The causes of unemployment which have so far been 
discussed operate more or less continuously. Seasonal un- 
employment appears in years of good general business as 
well as in bad, although in the latter the dips may be 
intensified. Technological changes or a shift in demand 
may create an unemployment problem for particular 
groups even in a year in which the total number employed 
shows no decrease. These points are reémphasized here 
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because the concentration of public attention on unem- 
ployment in periods of general business depression tends 
to produce too restricted an impression of the unemploy- 
ment problem and too close an association of proposed 
preventives and remedies with the problem of the “busi- 
ness cycle.” 

The causes of general depressions in business activity— 
and of the consequent mounting of unemployment to dou- 
ble or more than double the figures for the good years—are 
beyond the province of this chapter. For the purposes of 
this discussion it is assumed tho! what is usually called 
“cyclical” unemployment will not soon be eradicated. 
Whether the term “business cycle” is merely a convenient 
means of referring to changes in the general volume of 
business activity which have as a matter of fact occurred 
or is intended to imply the inevitability of upward and 
downward swings under our present day economic organ- 
ization and motivation, the problem of dealing with 
“cyclical” unemployment cannot safely be disposed of by 
concentration on the mechanics of prevention. This is not 
to say that exploration of the possibilities of securing 
greater stabilization in business activity is not of the high- 
est importance, nor even that some experimentation is not 
called for. But experience indicates that full stabilization 
is not likely soon to be secured within the framework of 
private ownership and the present freedom to follow the 
path—and the pace—apparently indicated by the chance 
of profit or the danger of loss. The question of what meas- 
ures to take to meet cyclical unemployment when it comes 
is therefore assumed to be a large part of the unemploy- 
ment problem. 

On the general question of meeting unemployment it 
must be remembered that “spreading of work” however 
admirable it may be as a temporary policy, does not fully 
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meet the problem. The spreading of employment means 
the spreading of unemployment—the distribution of a 
loss. If the depression is temporary it may be the best 
thing to do; even in a seasonal dip it may be good policy 
for workers skilled in a special type of work, or where 
geographical or other obstacles make the transfer of 
workers to other jobs impracticable. But if the reduction 
in the number of workers required is a relatively perma- 
nent one, due to technological change or a shift in de- 
mand, the spreading of work through short time for all, 
may, in times of good business, retard a necessary shift 
of men to other lines of work. Spreading of work is 
essentially a means of relief rather than of permanent re- 
adjustment, rehabilitation, or compensation. 

As an offset to general changes in the volume of 
employment due to the “business cycle” it has been re- 
peatedly proposed that the government should time the 
construction of needed public works so as to avoid the 
peaks of private construction and hit the valleys. This 
policy of “advance planning” or “long-range planning” 
of public works has much to be said for it. To the extent 
that the government withholds from a buoyant market 
its demand for labor and materials and throws it in on 
a market that private enterprise is shunning, it tends to 
produce greater stability in the volume of employment. 
The extent may not be large but whatever the magnitude 
of its effects, direct or contagious, they are on the right 
side. 

There are administrative difficulties, to be sure, in 
rapidly expanding the personnel working for the govern- 
ment at a time when many men are out of work. There is 
danger that pressure will be used to favor the employment 
of individuals because of their need rather than their 
efficiency—or because of their affiliations rather than either 
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—hbut these difficulties are not necessarily insuperable. 
Even allowing for these, it is not likely that the cost of 
the work would be any greater, if as great, than if it were 
done in times of good business with the governmental 
units bidding against private industry for men and mate- 
rials. What we are now discussing is not the hasty inaugu- 
ration of public works just to “provide employment for 
the unemployed” without much regard for the need for the 
works themselves. That is essentially relief rather than 
the “timing” of the execution of works needed on their 
own account so as to avoid periods of heightened or even 
ordinary private activity and mesh into periods of slump 
in private enterprise. There is also the question of the 
effect on wage rates of an acceleration in public construc- 
tion, at a time when some readjustment may be expedient; 
this will be discussed more fully below. 

The quantitative effects of long-range planning of 
public works are hard to forecast. Public construction 
constitutes in ordinary times something like a third of all 
construction. What proportion of this can be postponed 
or anticipated over a range of several years it is difficult 
to say. It is not expected, of course, that all those let out 
from private employments could be employed directly 
on public construction even if the work to be done were 
great enough; limitations of training and geography are 
not to be ignored. But indirectly the employment on pub- 
lic works of many who are fit for such work but who 
could not otherwise be employed, as well as of those needed 
for the production and transportation of materials, will 
create a demand for labor to supply the goods and serv- 
ices which those employed on the works or the materials 
would be able to demand because of their increased pur- 
chasing power. The total effect on the volume of employ- 
ment cannot be estimated. The reasoning that there would 
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be a considerable increase seems sound, but this does not 
mean that it would be sufficient either to offset the decline 
in private employment or to produce a reversal of a gen- 
eral downward trend of major proportions. 

We cannot judge of the full possibilities of long-range 
planning of public works in combating depression from 
our experience of the past few years. Such a program 
requires advance planning, financial as well as technical. 
The states and local units, which contribute the great bulk 
of aggregate public construction—the federal expendi- 
tures comprising not much more than a tenth of the total 
in ordinary years—found themselves on the whole with- 
out much in the way of either authorized programs or 
a financial margin for the execution of hastily devised 
ones, when the depression came. Increased taxation for 
public works in time of depression is of doubtful expedi- 
ency and bond issues for this purpose were widely decried 
as endangering the credit of the state or municipality, 
even where constitutional limitations on the amount of the 
debt which might be incurred had not already been ap- 
proached. Moreover, judgment as to what is “needed” in 
the way of public construction is likely to undergo a re- 
vision when tax yields are falling and the citizens’ incomes 
have been reduced. It is doubtful if the total volume of 
public works expenditures by the states and local units, 
as distinct from the federal government, were increased 
in either 1930 or 1931 over 1929. The federal govern- 
ment expanded its activities somewhat in order to pro- 
vide employment, but not in execution of a program care- 
fully prepared in advance. The Wagner Act for advance 
planning of public works by the federal government, with 
the creation of a Federal Employment Stabilization 
Board, was not enacted until more than a year after the 
depression set in. 
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One thing which the experience of the past year has 
made clear is that the proposal to expand even federal 
public works greatly, as a means of combating unemploy- 
ment, when there has been no adequate planning for it in 
advance, is likely to arouse opposition on financial 
grounds. When public revenues have fallen off and huge 
deficits have to be faced, additional public borrowings 
for public works are likely to be denounced as reducing 
bond prices as well as threatening public credit, still 
further reducing “business confidence,” and thereby keep- 
ing more people out of employment than would be put to 
work by the emergency public expenditures. It is diffi- 
cult to say how much validity there is in this argument. 
“Business confidence” is hard to prescribe for in times 
of depression. If the persons upon whose chance-taking 
the renewal of general business activity depends, under 
a system of private enterprise, are convinced that a large 
federal loan for public works would make things worse, 
then it is very likely that it would. However, if the financ- 
ing is prepared for in advance, the expenditures would 
have a familiar place in the budget and the execution of 
the program would probably occasion less “shock” to 
business confidence. 

Most of the proponents of advance planning of public 
works have assumed that the reserve of public construc- 
tion should be thrown into the scales as soon as private 
construction has fallen off in a given percentage—apart 
from seasonal decline—with the idea of checking the 
spread of unemployment at an early stage. However, some 
advocates of “timing” a public works program as a means 
of stimulating employment and business activity gener- 
ally, are now emphasizing that it should not be regarded 
as a means of preventing the on-rush of unemployment 
but rather as a stimulus to recovery after the “inevitable” 
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readjustment in prices and wage rates have progressed 
sufficiently to uncover a new base which can be safely built 
upon. A sharp acceleration in the pace of public construc- 
tion before these “unavoidable” adjustments have taken 
place will, it is argued, give but a passing increase in 
employment and by hindering the process of readjustment 
will prolong the depression with the result that the total 
volume of unemployment experienced will in the end be 
increased; whereas if it is withheld until “deflation” and 
liquidation have been carried far enough, it will serve to 
stimulate recovery. 

One could feel surer of deciding this issue correctly if 
one were sure when readjustments are “unavoidable” and, 
if they are, when liquidation and deflation have been car- 
ried “far enough.” It is not easy when a depression 
threatens, to decide whether it is a shock which can be 
offset by a bold forward movement in public construction 
—and activity restored on the old level of prices and 
wages—or whether prices and wage rates must come down 
before a sound foundation for recovery is reached. But 
even if one prefers the preventive influence to the restora- 
tive effects, it can hardly be proved that advance plan- 
ning of public works can be relied on to remove the 
menace of cyclical unemployment entirely or even in 
major part. 

We turn now to the proposals for the setting up of 
unemployment reserves from which benefits are to be paid 
in times of unemployment, whether cyclical or not. These 
proposals are based on the assumption that a consider- 
able volume of unemployment is unavoidable, even apart 
from the business cycle. Many of the American advocates 
of unemployment benefits stress the stabilizing effect 
which would follow on the volume of employment, and 
have drawn their plans with an eye to prevention as well 
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as compensation; but the preventive effects appear to be 
really more in the nature of hoped-for valuable by- 
products than the main justification. 

There is little questioning of the desirability of piling 
up reserves in time of employment to be spent in times 
of unemployment. But, say some of our sterling individual- 
ists, this is a thing that each worker should be left to do 
on his own responsibility, just as are salaried men, commis- 
sion men, and others who are dependent on their earnings 
for their livelihood. Ideal as this solution may be, experi- 
ence has shown that it is not likely to meet the problem. 
Whether because their incomes are not large enough even 
in times of good employment to allow a sufficient margin 
or whether they are unable to resist as they should the 
desire to enlarge their scale of living in good times, the 
fact remains that hundreds of thousands of workers do 
not save enough to prevent them from becoming a social 
problem in periods of extended unemployment. For very 
many of them enrollment in some systematic plan of re- 
serves seems necessary if they are to have any fund of 
importance to fall back upon. 

An additional point in favor of a group fund as con- 
trasted with individual savings is the uncertainty of indi- 
vidual unemployment. The figures for seasonal unemploy- 
ment may indicate something like regularity and even the 
experience with cyclical unemployment may justify an 
assumption that there will be at least a certain minimum 
volume of it over a range of years. But this does not mean 
that the individual worker can count on those percentages 
of unemployment or of employment. Nor has the possi- 
bility of purchasing unemployment insurance from pri- 
vate companies been developed to a point which makes it 
a feasible solution to the problem. Even the trade unions 
have so far succeeded in covering but a very small percent- 
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age of the aggregate trade union membership with sys- 
tematic unemployment benefit plans. 

The need of establishing reserves for unemployment 
benefits on the basis both of automatic inclusion of all the 
workers in a given group and contributions by the em- 
ployer, or employer and employee, has already been recog- 
nized in the United States in the voluntary establishment 
of such reserves in the absence of legal compulsion. There 
were few such plans in operation here before the present 
depression set in but the number and coverage has been 
greatly increased since 1929. Before 1929 the outstanding 
example was the unemployment benefit plan operated in 
the men’s clothing industry in Chicago by joint agree- 
ment between the Amalgamated Clothing Workers and 
the employers. In this plan both workers and employers 
contributed. In the few unemployment benefit plans set 
up by individual companies—as distinct from guarantees 
of employment, such as that of the Procter and Gamble 
Company—the funds were contributed by the employer 
alone, either as an allocation from profits or out of operat- 
ing expenses. The General Electric plan, announced in 
June 1930, was not only the first offered by a large em- 
ployer but also the first which called for regular contribu- 
tions from the workers as well as the company. 

The meager development of voluntary plans as well 
as the example set by foreign countries, naturally led to a 
rapid growth in the demand for legal compulsion in the 
United States after the onset of the depression. Many of 
the leading American advocates of compulsion, however, 
were careful to avoid calling their proposals “‘tunemploy- 
ment-insurance.” Foreign experience was not only an 
example of action, it was a warning of dangers. These 
American proponents of the compulsory establishment of 
reserves and benefits wished to avoid the connotation of 
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a guarantee of benefits through lengthy periods—and the 
drain on public funds which this entailed—suggested by 
the experience with “unemployment insurance” in Eng- 
land and Germany. They based their case on what Ameri- 
can experience, limited as it was, had shown to be the 
administrative feasibility of a plan of reserves and bene- 
fits, and the advantages which would flow from it. Com- 
pulsory “unemployment reserves” with benefits limited by 
the size of the reserve, and no public contribution, is what 
they advocated, rather than a plan of government-subsi- 
dized “unemployment insurance” on the English or the 
German model. This appears, for example, in the “model 
bill” offered to the states by the American Association 
for Labor Legislation, in the recommendations of the 
Interstate Commission on Unemployment Insurance ap- 
pointed by the governors of several of the northeastern 
industrial states, and in the recently enacted Wiscon- 
sin law. 

The Wisconsin law, the only one as yet enacted in the 
United States [written in July, 1932] is itself not fully 
compulsory. If by June 1, 1933, the employers of 175,000 
employees eligible under the Act have established “‘volun- 
tary” plans which meet certain minimum standards and 
have been approved by the State Industrial Commission, 
the employers of the remainder of the workers will not be 
compelled to establish reserves. This proviso is obviously 
a concession to preference for voluntary action on the 
part of the individual employers. Indeed, even if the 
compulsory feature becomes effective, wide latitude is left 
for voluntary plans which promise to accomplish the same 
results as are aimed at in the plan outlined in the law to 
be administered by the State Industrial Commission. 

The basic features of these “American plans” of com- 
pulsory unemployment reserves and benefits which distin- 
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guishes them sharply from the general run of foreign 
laws, apart from the exclusion of the government as either 
a contributor or underwriter, are, first, the absence of 
compulsory contribution from the employees, and second, 
the absence of a general pooling of contributions—there is 
no general sharing of the funds contributed by each em- 
ployer among the unemployed workers of all. The Wiscon- 
sin law provides that the contributions of each employer 
shall be kept in a separate fund, from which benefits shall 
be paid to his employees alone. The recommendations of 
the Interstate Commission favor a like separation of 
reserves. The plan offered by the American Association 
for Labor Legislation calls for segregation of reserves by 
industries, but it also looks to the payment of dividends 
from the reserve to individual employers with favorable 
employment experience and to the granting of permission 
to employers who give satisfactory evidence of their ability 
to pay benefits equal to those paid by the reserve funds 
in their respective industries to remain outside the fund 
for the industry and pay the benefits directly to their 
own employees. 

As an accompaniment of these features, the obligation 
to pay benefits is closely limited. There is no holding out 
of an expectation of paying benefits to all unemployed 
workers for as long as they are unemployed. The maximum 
periods of payment, as well as the maximum amount of the 
benefit specified in the plans, are moderate, in conformity 
with the moderation in the scale of compulsory contribu- 
tions. The highest rate of contribution in the plans here 
drawn upon as examples is two per cent of the payroll— 
and both the Wisconsin law and the recommendations of 
the Interstate Commission call for the reduction of this 
percentage and even the suspension of the contributions 
when the reserve is equal to specified amounts per worker 
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then employed. The highest benefit allowed is ten dollars 
a week, and the highest total to any worker in any one 
year thirteen weeks of benefit, but not more than one week 
for each four weeks employed. But the payments of even 
these schedules of benefits to all eligible unemployed is not 
assured; there is no obligation to pay benefits for longer 
periods or in greater amount than the funds in the par- 
ticular reserve will permit, nor is any obligation imposed 
upon the employer to increase his contributions if the 
fund is unable to meet the schedule. 

The exemption of the government from the obligation 
of contributions, subsidies, or loans to the reserve funds 
is defended by the proponents of these measures mainly 
on two grounds. One is the desirability of putting the 
burden of the payments on the employers for its influ- 
ence on prevention; this argument is also used to support 
the exemption of the employees from compulsory contri- 
bution. The other is the expediency of separating the 
sources of unemployment benefit from those of relief. If 
the benefits prove insufficient to meet the needs occasioned. 
by unemployment and it is necessary for the government 
to contribute to the relief of the unemployed, it would be 
better for the government to do that through some other 
method. The introduction of the doctrine of governmental 
obligation to relieve the needy into the determination of 
who is to receive an unemployment benefit—and how 
much and how long—tends to confuse the administration 
of the system and to cast the discredit of the “dole” upon 
those receiving benefits according to the original plan. 
One must not overlook the possibility, however, that if a 
system is set up by governmental compulsion and under 
governmental administration, or at least supervision, there 
will be an irresistible pressure in times of widespread un- 
employment for government subsidies or “loans” to the 
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funds to enable them to pay benefits up to the maximum 
schedule, or even to continue them beyond the schedule 
periods as the most expedient way of meeting the govern- 
ment’s obligation to give relief. 

The exemption of the employees from compulsory pay- 
ments is defended on several grounds. One which has 
already been mentioned is the pressure for stabilization 
involved in putting it all on the employer, as the only one 
in position to introduce such measures of stabilization 
as are possible. It is denied that making the worker 
contribute increases his interest in prevention or that 
exempting him would increase the “moral hazard” of 
unemployment to any appreciable degree. Moreover, the 
worker would still bear the larger part of the burden of 
unemployment under the scale of benefits proposed. It is 
also argued that the wages of a large proportion of the 
workers are too low to make any deduction from them 
justifiable. If the workers can afford to contribute, and 
wish to, they may come into a supplementary or substi- 
tute plan which will give larger benefits. 

It is also contended by some that the worker will bear 
the contribution exacted from the employer, in the form 
of wage increases foregone or an actual lowering of wage 
rates. It is pointed out that the three per cent paid by the 
employers in the men’s clothing industry of Chicago is 
recognized to be in lieu of three per cent more in wages. 
However, where joint bargaining of this type is practiced 
the wage adjustment is likely to be carried to a fine point; 
it does not follow that a two per cent contribution would 
affect wage rates appreciably where the wage adjustment 
is less systematic. 

The absence of a general pooling of contributions ex- 
hibits again the preventive aim. It is also a concession to 
the voluntary practice in the United States. Even in the 


UNEMPLOYMENT 345 


joint plan in the men’s clothing industry of Chicago the 
desire of the manufacturers for separate “house funds” 
has been victorious over the preference of the workers for 
one general fund. The argument in favor of varying the 
amount of compulsory contribution from each firm ac- 
cording to the amount of employment it gives, is that this 
feature will act as an additional incentive to stabilize. As 
between industries, too, it will remove the possibility of 
industries with a large volume of unemployment shifting 
part of the cost of maintaining their unemployed workers 
to the more stabilized industries. This principle is in oppo- 
sition to that which has prevailed in England and Ger- 
many, where the plan of a general fund is based on the 
idea that regularity or irregularity of employment in a 
particular plant or industry is a matter largely beyond 
the control of the individual employer or the particular 
industry, and the bearing of the burden of unemployment 
benefits is considered a general duty rather than one vary- 
ing in inverse proportion to the good or ill fortune of the 
plant or industry. 

We pass over the constitutional issues involved in legis- 
lation for compulsory unemployment reserves in the 
United States to get to its economic effect. The big ques- 
tion is—would it or would it not increase the volume of 
unemployment in the long run? Cognizant of the charges 
that “unemployment insurance” has really increased un- 
employment in Great Britain and Germany, most of the 
leading American advocates of unemployment reserves 
have taken the aggressive on this point and emphasized 
the preventive side. The argument is still largely in the 
domain of a priori deductions ; we have had so little experi- 
ence with unemployment reserves—and none with com- 
pulsory systems—that conclusions founded on experience 
are not available. 
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Making the amount of the employers’ contributions 
vary with the regularity or irregularity of the employment 
he gives ought to exert a financial pressure on him toward 
greater regularity of operation. How important it would 
prove in comparison with the forces making for irregu- 
larity is a question. It would seem to have more bearing 
on seasonal fluctuations than on cyclical. But against the 
possibly greater stability in seasonal operation is offered 
by some the removal of the pressure on the workers to take 
such other jobs as they could get in the off-seasons of their 
own industries. What the net result would be on the total 
volume of employment it is hard to say. To be sure, the 
benefits proposed leave a wide margin in favor of em- 
ployment as far as the compensation goes, but if the effect 
of the introduction of the compulsory contributions on 
stabilization is not to be dismissed because the amount 
involved is small, the weighting of the scales against taking 
a less desirable job cannot be dismissed as negligible be- 
cause of the small size of the benefit. A much more funda- 
mental answer to the above objection is offered in the 
contention that workers of specialized skill attached to a 
seasonal industry are entitled to look to that industry 
alone for their employment—or compensation for un- 
employment. 

The stabilizing effect claimed for these plans against 
cyclical unemployment is based more on the side of the 
demand for goods than on the effect on the employers’ 
costs. When a general depression is threatening, the con- 
tinuation in part of the workers’ incomes beyond the 
period of employment would, it is argued, have a hearten- 
ing effect on the demand for consumers’ goods and so 
backward along the line. The effect, it is assumed, would 
be much the same as the effect of putting people to work 
on public construction who would otherwise be without 
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earnings. The argument of the opponents here again 
centers in the influence of the proposed plan upon 
the maintenance of wage rates. Something is made, of 
course, of the “excessive burden” imposed on the em- 
ployer by the contributions to the fund at a time when 
he needs to cut costs to the bone to keep going, but the real 
objection is not so much that the plan compels the em- 
ployer to pay two per cent on current wages as that it 
may retard or prevent his securing a wage reduction. 
However, if wage reductions hinge on the payment or non- 
payment of unemployment benefits in a depression, there 
is nothing in any of the American plans discussed here 
that would delay them very long. 

Against unemployment due to technological changes or 
shifts in demand the unemployment benefit plan is not 
likely to have much preventive effect. Indeed, it is not to 
meet this type of unemployment that the proposed com- 
pulsory laws were devised. As a matter of fact, the un- 
employment benefit plan is likely to have a retarding 
influence upon the reémployment of men displaced by 
permanent causes unless it is elastic enough to permit 
special treatment for such cases. It is not here a question 
of tiding over a temporary lay-off from a job that is 
expected to open up again. Paying the worker a weekly 
benefit for ten or thirteen weeks may delay the establish- 
ment of the worker in a new job. Such cases seem to lie 
outside the scope and purpose of the ordinary unemploy- 
ment benefit plan. If the plan is to deal with them, in the 
absence of special provision for “dismissal compensation,” 
then the administrators of the benefit system should be 
allowed at their discretion to make a lump sum payment 
when such a course seems to serve best the economic re- 
habilitation of the displaced worker. 

The proposals for legislation by states for compulsory 
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unemployment reserves naturally encounters the argu- 
ment in each particular state that this would reduce em- 
ployment in the state, through handicapping its industries 
in competition with those of other states happily free from 
such legislation. This argument appears whenever any 
new departure in state labor legislation, or striking ad- 
vance along old lines, is proposed. It cannot be denied 
that it has some validity on the “one more thing” basis. 
However, in the past, notably in the case of legislation on 
compensation for industrial accidents, the visible effects 
have not come up to the forebodings. It is essentially an 
argument for uniform state action rather than against the 
merits of the plan itself. 

But regardless of what the score may be in the contest 
of theories, the fear that the administration in practice of 
any compulsory unemployment benefit plan will be shot 
through with weaknesses and even abuses, remains a strong 
reason for opposition. This question cannot be answered 
in advance either way. The experience with voluntary 
plans has on the whole been encouraging on the adminis- 
trative side. This may be due largely to the fact that 
they are voluntary—and administered from within. The 
American plans discussed here contemplate administration 
by the employers themselves, or the employers and the 
workers covered, with a minimum of state participation, 
but it cannot be assumed that no weaknesses or abuses 
would appear. We may as well admit that we would have 
to take our chances on that as in so many other kinds of 
legislative experiments. 

It cannot be shown that the adoption of the American 
plans here discussed would assure entirely the prevention 
of unemployment or the elimination of the necessity of 
other forms of relief for the unemployed—even those 
covered by the plans—or those dependent on them. Nor 
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do the advocates of these plans contend, on the whole, 
that it would. What they do contend is that it would be 
a logical, practicable and necessary step in the right 
direction. 

It must be said that the avoidance of the term “unem- 
ployment insurance” by the American advocates of 
unemployment reserves and benefits is itself a step toward 
clarification of the problem and of the possibilities of meet- 
ing it by a system of unemployment benefits. It should be 
remembered that unemployment is not a physical happen- 
ing; it is, under our economic system, a failure to make a 
sale at a price. This is not to say that labor should be 
regarded as a “commodity,” to be sold as an impersonal 
thing. Nevertheless, the element of what is in fact essen- 
tially a price for the labor in question—the wage rate 
—does enter in. If men are to be “insured” against unem- 
ployment the issue must be faced whether they are to be 
insured against inability to get jobs of the kind they have 
held, at the same wage, or against inability to get a job 
of any kind at the going rate for that kind of a job. 
Whichever it is, the practical difficulties in the adminis- 
tration of such a system are enormous. Aggressive seeking 
of a job cannot be determined by a physician’s examina- 
tion. There is also the question of the length of time for 
which the payment is to be made. A guaranty of payment 
without limit of time seems financially out of the question 
for most private industries and limitations on the period 
of time leave an indefinite part of the “loss” uncovered 
by the “insurance.” 

The American plans are not based on the “insurance 
principle.” The absence of a general pooling of funds in- 
dicates that at once. To this extent they put preventive 
pressure above assurance of payment of benefits. Rather 
they are plans of putting what may be regarded as con- 
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tingent deferred wages into a fund, to be paid out when 
work is short, as far as the funds will go. In seasonal 
industries this is what they would be essentially, if the 
experience in the Chicago clothing industry is a criterion. 
Whether or not this would unduly discourage the unem- 
ployed workers from seeking other employment which they 
should be expected to take, the limitation of period and 
funds keep the practical application of that question 
within narrow limits. 

Finally it must be recognized that the moderate scale 
of contributions in the plans discussed, as they stand at 
present, are not adjusted to meeting both seasonal and 
cyclical unemployment. If the reserve and benefit idea is 
to be applied to both kinds of unemployment it would 
seem desirable to have separate contributions and a sepa- 
rate reserve for benefits in cyclical depressions over and 
above those for seasonal dips in industries subject to the 
latter. The proposed scale of contributions seems no more 
than adequate, in such industries, to pay benefits up to the 
maximum in ordinary years; there is little promise that 
there would be any considerable accumulation to meet the 
additional calls which a general depression would occasion. 
It is an open question, too, whether reserves for unemploy- 
ment benefits in a general depression should not have a 
wider base than the single industry. Although a plan for 
unemployment benefits to meet seasonal unemployment 
may be accepted as a desirable substitute for higher wage 
rates as a form of compensation for a more or less regular 
quantity of unemployment, and the preventive purpose 
also given a prominent place, the problem of reserves for 
unemployment due to a general depression is a different 
one, both in respect to causes and periods of recurrence, 
and would therefore seem to require separate handling. 

It will be clear from this discussion that nothing which 
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has yet been accomplished justifies an expectation that 
unemployment, under our economic system, can soon 
be either entirely prevented or compensated for, beyond 
the need of relief. Some degree of instability is inherent 
in the freedom to follow where the chance of profit beckons 
and to withdraw when the fear of loss takes hold. No sys- 
tem of unemployment benefit or unemployment insurance 
now in effect under private ownership or that has much 
chance of adoption, carries assurance of the payment of 
a benefit which will prevent a deterioration in the standard 
of living, for as long as unemployment lasts. The Ameri- 
can tendency to emphasize prevention is commendable. 
But to hold out the expectation that unemployment can 
either be fully prevented or adequately relieved by indus- 
try itself from reserves of its own amassing would be to 
depreciate the study, thought, and perhaps experimenta- 
tion that is still necessary. No single panacea is in sight. 
The problem is one which requires working at all along 
the line and all the time. 
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1932, 15; during the culmination 
of the American “new era” of 
banking, 158-159; country banks 
victims of a national policy fa- 
voring manufacturing interests 
as against agricultural interests, 
159-160; branch banking as a 
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hope of, to raise prices, 195-196; 
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177-178; by doing away with 
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Economic isolation, effect of on 
export trade, 81-83 
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272 

Economy Act of 1932, The, pro- 
visions of, 52-53 

Efficiency: need for in expenditure 
control, 52-53; of labor, effect 
of prohibition on, 282-283; of 
small plants, 192; optimum size 
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and revenue from _ different 
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Electrical energy tax, in Revenue 
Act of 1932, 62-63 

Electrical power industry, investi- 
gation of, 215 
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ened by Glass-Steagall amend- 
ment, 27-28 

Employee unemployment insurance 
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Employment agencies, need for 
public, 323-324 
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tion of total of, 330-331 
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on war debts, 110-111 
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154-157 

Equalization fee plan: as a method 
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revenues, federal: throughout 
the year, 43; throughout the 
business cycle, 43-46 

Equation of exchange, see Quan- 
tity theory of money 

Estates tax, federal, in Revenue 
Act of 1932, 65-67 

Expanding markets vs. economic 
isolation, 81-85 

Expenditure control: explained, 
51-58; conditions essential to, 
52-58; standards of service es- 
sential to, 54-58 

Expenditures: the problem of fed- 
eral, 38; classification of not in 
present budgetary practice, 41- 
42; suggested improvement in 
classification of, 46-48; cause of 
depression budgetary difficulties, 
49-50; rigidity of, 50-51; absence 
of technique for determination 
and control of, 51-58; conditions 
essential to control of, 52-58; 
standards of service essential to 
control of, 54-58; future trend 
of, 56; weakness of popular 
schemes for reductions in, 56-57 
federal participation in relief, 
69-70 

Export debenture: extends benefits 
of protection to agriculture, 94- 
95; provisions of plan, 310-311 

Exports: types of from U. S., 76- 
77; effect of war debts on, 106- 
107; effect of foreign investments 
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Fair value, see Valuation problem 

Farm Board, The: as an agency 
for farm relief, 298-302; at- 
tempts to extend codperative 
agencies, 298-299, 305; attempt to 
support agricultural prices, 299- 
302; criticisms of, 301-302 

Farm income: decline in, 290; rea- 
sons for inadequacy of, 292-296 

Farm land: decline in value of, 
290-291; too rapid extension of, 
caused change in supply of com- 
modities, 294 

Farmers: effect of decline in prices 
on, 9; and _ Reconstruction 
Finance Corporation, 26; loans 
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during the World War, 289; 
throughout the U. S. and the 
world, not adjusted to far- 
reaching changes in supply and 
demand during the past three 
or four decades, 292-293 

Farm ownership, weakening in, 
291 

Farm problem: changes in supply 
and demand, 289; decline in rate 
of population growth, 295; de- 
cline in foreign demand for 
American agricultural products, 
295; “too many farmers” wait 
for “better days just around the 
corner,” 295-296; proposed reme- 
dies for, 296; credit expansion, 
tariffs, and the Agricultural 
Marketing Act, 297-298; the 
Agricultural Marketing Act, 
298-299; marginal farm land, 
314-315 

Farm products, prices of, table, 9 

Farm relief: congressional strug- 
gles for, 289; proposals for, 296- 
802; amplification of credit fa- 
cilities, a method of, 296-297; the 
tariff as a method of, 297-298; 
Agricultural Marketing Act, 
as a method of, 298-302; the 
Farm Board, as an agency for, 
298-302; four groups of thought 
on, 302; stimulation of demand 
as a method of, 302-304; tariff 
no help in, 303-304; reduction 
of costs as method of, 305-308; 
codperative associations as 
method of, 305; improved credit 
facilities as method of, 305-306; 
change in distribution of tax 
burden as method of, 306-307; 
scientific agriculture as method 
of, 307-308; removal of surplus 
products as method of, 309-313; 
McNary-Haugen bills for, 309; 
export debenture plan for, 310- 
311; domestic allotment plan, 
811-312; control of supply as 
method of, 313-314; reduction 
in number of farms, and farm- 
ers, as method of, 314-319; a 
program for, 316-319 

Federal control of public utilities, 
certain of their activities, sug- 
gested, 241 
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Federal Farm Board: see Agricul- 
tural Marketing Act, and Farm 
Relief; dealings in wheat and 
cotton, 299-301; see also Farm 
Board 

Federal Farm Loan System, as a 
method of farm relief, 297 

Federal government, assumption 
of extraordinary financial bur- 
dens in the promotion of eco- 
nomic revival, 41; difficulties in 
finance administration, 37 

Federal Reserve Act: provisions 
of regarding collateral, 28-29; 
changes in, by Glass-Steagall 
amendment, 29 

Federal Reserve Board: warnings 
on speculation, 7; bank suspen- 
sions, figures, table, 11; index 
of Industrial production, table, 
18; measures to restore confi- 
dence, 20-35; cheap credit policy, 
to restore confidence, 30-33 

Federal reserve notes, issued 
against United States Govern- 
ment securities under Glass- 
Steagall Act, 28-29 

Federal reserve policies: cheap 
credit as a measure of relief, 
30; purchases of government se- 
curities, 31-32; statement of 
Federal Reserve Bank of New 
York quoted, 30; explanation of, 
31; response of business. to 
cheap credit policies of the Fed- 
eral reserve system has been 
sluggish, 32; restoration of con- 
fidence required to put released 
credit to work, 32; easing of 
the money market in 1924, 174- 
175; easing of the money market 
in 1927, 175; vacillating policy 
in the autumn of 1928, 176; 
“hurting business,” 176 

Federal Trade Commission: for- 
bids use of basing-point system, 
199; necessity for excellent per- 
sonnel, 211; investigation of 
power industry by, 215-216 

Feldman, Herman, cited re pro- 
hibition, 274 

Financial control: of corporations, 
trend towards unified, 186; con- 
centration of financial control 
does not enhance efficiency, 191; 
to recover ground lost by retreat 
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Financial control—continued 
before the surprise attack of the 
merger promoters, 211 

Fiscal adequacy in the federal tax 
system, 59-60 

Fordney-McCumber Act of 1922, 
provision for “flexible” tariff, 91 

Foreign bonds: defaults on, 172; 
Federal reserve policies as aid 
to floating in this country, 175- 
176; see also Foreign invest- 
ments, and Foreign loans 

Foreign investments: amounts of, 
115; present market value of, 
115-116; losses in, 116-118; 
policy toward losses, 118; future 
policy, 118; branch American 
factories, a form of, 118-119; 
of country member banks, 162; 
of city member banks, 165; see 
also Foreign bonds; increase of 
tends to reduce exports of farm 
products, 303 

Foreign loans: and tariff policy, 
83; reckless expansion of, 165; 
see also Foreign bonds and 
Foreign investments 

Foreign trade: of the U. S. second 
only to that of Great Britain, 
fG-mexports) of (the) WJ. (S. 165 
imports, 77; effect of tariff on, 
82; Secretary Mellon cited re 
effects of tariff on, 83 

“Free gold” increased by Glass- 
Steagall amendment, 28, 33 

Frozen credits, perennial problem 
of the West, 292; see also Coun- 
try banks, Bank failures 


G 

Gasoline tax, in Revenue Act of 
1932, 62-63 

General Enabling Law: first in 
New York in 1811, 181-132; 
usual contents of, 135 

General sales tax: 61; choice be- 
tween and selected commodity 
taxes, 63; objections to because 
of regressive character, 63-64 

Germany: her capacity to pay 
reparations, 100-105; effect of 
depreciated mark on her ca- 
pacity to pay, 102; her “favor- 
able” balance of trade, and her 
capacity to pay, 103-104; im- 
pairment of her standard of 
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living; the argument on repa- 
rations, 104 

Germany’s war guilt, 
researches have cast 
doubt, re, 104 

Glass-Steagall amendment: to re- 
store confidence, 27-30; pro- 
visions of, 28; effect of, 29-30 

Gold: stability of from 1921-1929, 
6; shortage of, as cause of de- 
cline in prices, 14; increase in 
efficiency of, under Glass-Stea- 
gall amendment, 27; increased 
production of, 33; changes in 
value of affect war debts, 102- 
112; see also Gold standard 

Gold standard: history of, 4-5; 
accepted by leading countries of 
the world, 4; in England, 6; 
stability of, 1921-1929, 6-7; in 
United States today, 33-35; in 
the future, 34-35; Andrew Mel- 
lon, cited re effect of England’s 
departure from, upon war debts, 
110 

Government finance: the problem 
stated, 38; during depression, 
45-46 

Government ownership of the 
power industry: 243; see also 
Public ownership 

Government Relief, and the bud- 
get, 69-70 

Government services, in legislation 
of 1932, 68-69 

Great Britain, incorporation laws 
in, 130-131 

Great Lakes transportation de- 
velopment, 251 

Group banking: great empires of 
finance in the Northwest, 163; 
does not prove inevitable trend 
towards branch banking, 163 
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Hamilton, Alexander: quoted re 
protective tariffs, 75-76; quoted 
re continuance of tariffs, 79; 
cited, re high wages and pro- 
tection, 79; cited re conditions 
of sound commercial banking, 
154 

Hawley-Smooth Act, The: pro- 
vision for “flexible” tariff in, 91; 
and agricultural tariffs, 297 
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Highways, increase in building of, 
252-253 

Highway competition with the 
railroads, 252 

Highway transportation: serious 
railroad competitor, 251-265; 
history of development of, 252- 
253; see also Bus transporta- 
tion, Motor truck transporta- 
tion, and Automobiles 

Hoarding: measures to discour- 
age, 20-22; tax on checks and, 62 

Hoch-Smith Resolution on railway 
rates for agriculture, 305 

Holding Company: history and 
extent of, 141-142; in public 
utilities, 142; makes for separa- 
tion between investors and assets 
of operating company, 142-143; 
“service” charges of, 143-144; 
makes for difficulty of regulation 
in public utilities and railroads, 
144-145; makes possible defeat 
of intent of Sherman Anti- 
Trust Act, 145; and “group 
banking,” 145; suggested regu- 
lation of, 148-150; activities in 
utilities being investigated, 216; 
a major problem of regulation 
of public utilities, 223-229; little 
defense of at present, 223; first 
sponsored by equipment houses 
and engineering firms, 223-224; 
advantages of, for public utili- 
ties, 224; capital inflation of, 
225; makes for unhealthy con- 
centration without any _ cor- 
responding investment, 226; 
managerial abuses under, 226; 
abuse of service charge by, 227- 
229; need and suggested regula- 
tion of, 239-240; Wisconsin law 
on, 239-240; see also Mergers, 
Combinations, and Big business 

Home market and the tariff: 80- 
82; and economic self-sufficiency, 
82-83 

Hoover, Herbert: campaign against 
hoarding, 21; address to Ameri- 
ean Society of Civil Engineers 
on public works, quoted, 23; 
recommendation on National 
Credit Corporation, 24-25 

Hoover moratorium: 12; estab- 
lishes relationship between inter- 


ally debts and reparations, 100 ! 


INDEX 


I 


Imports: types of in United 
States, 77; effect of war debts 
payments on, 105-106; effect of 
foreign investments on, 119 

Incidence of direct and indirect 
taxes, 68 

Income tax: provisions for deduct- 
ing capital net losses, 40; in 
Revenue Act of 1932, 64; rev- 
enue adequacy of, 60-61; should 
rest on a broad taxpayer base, 
64 

Incorporation: by central govern- 
ment, unusual in United States, 
132; desire for business of by 
various states, 135-136; sug- 
gested publicity of, 147; sugges- 
tions for federal law of, 149 

Indirect taxes, objections to, 63-64 

Individualism: principle of, 206, 
209; both, and socialism needed, 
206 

Inflation: of commercial bank 
credit, 158; of agricultural 
values, 159 

Industrial production, index of, 
and of business activity, table, 
18 

Inland Waterway Corporation, 
The: subsidized by government 
to demonstrate practicability of 
competitive river transportation, 
250 

Insiders: selling out the public in 
Bank of United States, 167; in 
the case of large moving picture 
concern, 170; methods of opera- 
tion in pools to swindle the 
public, 171-172 

Integrated enterprise, see Mergers 

Interallied debts, as cause of de- 
pression, 12 ; 

Intermediate Credit Banks, as a 
method of farm relief, 297 

International conference on eco- 
nomic problems, need of, 121-122 

Interstate Commerce Commission: 
investigation of motor truck 
transportation, 257, 264; should 
have control of water carriers, 
265-266; attitude of, on railroad 
rates, 268-269 

Interstate Commission on Unem- 
ployment Insurance, 341-343 


INDEX 


Investment banking: described, 
166-167; commercial bankers in, 
166; see also Affiliates; commer- 
cial bankers peculiarly fit for, 
166-167; dangers in association 
with commercial banks, 166-168; 
J. P. Morgan, Sr. and, 168; the 
“new era” of, 168-169 

Investment trusts: part of “new 
era” developments in banking, 
157; sound principles of, per- 
verted to ruin of small investor, 
172 

Investments: of country member 
banks, 160-161; city member 
banks during new era of pros- 
perity, 165; changes in, in 1924, 
174-175 

Invisible exports, and Germany’s 
capacity to pay reparations, 
102-103 


L 


Labor saving machinery: increased 
use of in agriculture, 294-295; 
as a cause of unemployment, 
329-332 

Latin American Bonds, possibility 
of payment, 117-118 

Lausanne Conference, The: and 
war debts and reparations, 100; 
reduction in reparations burden 
at, 101-102 

Law of supply and demand, mean- 
ing of, to “big business,” 208 

Leadership, need of in federal 
revenue measures, 37-38 

Legal liquor distribution, effect on 
employment, 279-281 

League of Nations, figures on in- 
crease in production of basic 
commodities, 13 

Less than carload freight: compe- 
tition for by railroads, 262-263; 
flexibility of motor truck for, 
263 

Liberty loans, relationship to war 
debts and arguments for cancel- 
lation, 111-112 

Limited liability: early problem 
of, 130; jealously guarded in 
United States, 132; explanation 
of present popularity of corpo- 
ration, 132-133; various ways of 
securing, 133 
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Liquidity of assets: essential to 
sound commercial banking, 154; 
of rural banks undermined by 
foolish national policy, 159-160; 
essential function of central 
banks to maintain, 180 

Liquor: peculiar effects of, upon 
whole pattern of consumption, 
273-274; habits of consumption 
of, 276-277; distribution of be- 
fore and since prohibition very 
inefficient, 277-280; tax on, a 
regressive one, 285-286 

Liquor distribution: both before 
and under prohibition has been 
highly wasteful, 277-278; in- 
crease in cost of, following 
prohibition, 278; development of 
local monopolies in, 278-279; 
strongest basis for argument for 
government monopoly of, 279 

Liquor problem: approach of an- 
other great change in our 
method of attacking, 271-272; 
lasting results in solution re- 
quire complete understanding 
of social psychology and _ be- 
havior, 287 

Lobby, taxpayers, 58 

Long and short haul clause: nulli- 
fied by Supreme Court, 248; 
revived in 1910, 248 


M 

Managed paper standard, as sub- 
stitute for gold standard, 4-5 

“Market leader,” use of to obtain 
uniform prices, 200 

Mass production: how economies 
of are passed on to the con- 
sumer, 196; not inherent in de- 
velopment of vertical mergers, 
193-194 

McNary-Haugen bills: vetoes by 
two presidents, 309; provisions 
of, 309; use of equalization fee, 
309 

Means, Mr. G. C., quoted re the 
holding company, 142 

Mellon, Andrew: fallacious state- 
ment on burden of British debt, 
quoted, 110; quoted re equaliza- 
tion fee, 313 

Mergers: types of, 191-194; fail 
to maintain efficiency, 192; ver- 
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Mergers—continued H 
tical, 193-194; peculiar attitude 
of courts on, 196; fostered by 
promoters seeking profit, 201- 
202; caused by love of power, 
202; and the depression, 205; 
ease of break up of, 210-211; 
for public utilities, 225-226 

Mills, Ogden L., cited re current 
conception of the budget, 47 

Mississippi River project: 251; 
system of waterways on the eve 
of a marked revival, 267 

Mississippi-Warrior River project, 
266 

Monetary reform, as cure of de- 
pression, 3-5 

Money: as a cause of depression, 
8; theory of, 4-5; changes in 
value of affecting debtors and 
creditors, 5; quantity theory of, 
15-17; index of amount in cCir- 
culation, table, 16 

Monopolistic abuses of the corpo- 
ration, early suspicion of, 131 

Monopoly: tendency of first busi- 
ness corporations in England 
towards, 129; and big business, 
187; aim of big business, 195- 


196; how obtained, 197-198; 
price policies of, 198-199; 
methods of obtaining uniform 
prices, 199-201; an inevitable 


result of big business, 204; in 
liquor industry under prohibi- 
tion, 269 

Monopoly, liquor: since prohibi- 
tion, 278-279; social cost of 
liquor, 279; basis for national 
government to distribute liquor, 
279-280 

Monopoly prices: “cut-throat com- 
petition” and, 189-195; basing- 
point method of fixing, 199; use 
forbidden by Federal Trade 
Commission in 1923, but practice 
continues, 199; open pooling, 
199; wasteful results of “mar- 
ket leader” policy, 200; wasteful 
results of basing-point method 
of fixing monopoly prices, 200; 
“the public pays the bill,” 204 

Motor transport: development of, 
252-253; advantages of, 253-254 

Motor truck competition with the 
railroads: owner operator type 
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distinguished, 257-258; railfoads 
conscious of growing competitive 
strength of, 261; regulation of, 
263-265; subsidized at expense 
of railroads, 264 

Motor trucks: increased registra- 
tion of, 256; average daily mile- 
age of, 256-257; type of 
competition offered by, 257-258; 
conclusions regarding transpor- 
tation by, 258; three classes in 
organization of transportation 
by, 258-260; owner-operator type 
of, 258-260; rate situation for, 
chaotic, 260-261; activities of 
railroads to meet competition 
of, 261-263; suggested regulation 
of, 263-265; possible ownership 
of, by railroads, 265 

Municipal power projects, devel- 
opment of, 241-242 


N 


National credit, would be weak- 
ened by over-borrowing, 23 

National Credit Corporation, as 
measure of relief, 24-25 

National Grange, supports export 
deventure plan, 310 

New Era: and government finance, 
39-40; and foreign investments, 
116; effect of upon securities 
markets, real estate, and bank- 
ing, 157; the record of the, in 
banking, 157-161; methods of 
financing industry in new era, 164 

New Jersey, holding company de- 
vice, 141 

New York City banks: support 
securities market and brokers’ 
loan market, 154; aided in this 
by Federal Reserve Bank of 
New York, 155-156 

New York Commission on Re- 
vision of Public Service Com- 
missions Law: reports cited, 
214-215; quoted, re valuation 
problem, 220; minority report 
quoted re valuation problem, 
220; suggestions in valuation 
problem, 236-239 

New York Federal Reserve Bank: 
index of prices, 16; of business 
activity, table, 18; quoted on 
open-market operations, 30 
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New York Public Service Commis- 
sion; quoted re public utility 
service charge, 143-144; quoted 
re difficulties of regulation be- 
cause of holding companies, 144 

New York Stock exchange, volume 
of sales of, 7; failure to disci- 
pline members, 170 

Non-voting stock, in utility hold- 
ing companies, 226 

No-par value stock, magical hat 
of, 127 

Nourse, Prof. Edwin G., cited re 
foreign loans as a measure of 
farm relief, 302 


O 


Open-market operations: principle 
of explained by N. Y. Federal 
Reserve Bank, 30; history of, 
1929-1932, 31; effect of on com- 
munity, 31-33 

Operating companies, relationship 
to holding companies in public 
utilities, 142-143; see also Serv- 
ice charges 


P 


Panama Canal: money borrowed 
for, 40-41; effect on railroads, 
247 

Panama Canal Act of 1913, sum- 
mary of, 247-248 

Paper money: large issues of as 
cure for depression, 3; as a 
monetary base, 5-6; in England 
as the standard, 6 

Pauper labor argument for high 
tariff: criticism of, 85-89; in 
other countries, 88 

Personal power, desire for, a cause 
of combinations, 202 

Planning: long-range, and deficit 
financing, 45; sce also Public 
works and Unemployment 

Policy on war debts and repara- 
tions, legal position of United 
States, 98, 120-122 

Pools, stock market, working of 
to defraud the small investor, 
171-172 

Pooling of unemployment reserve 
funds, absence of in United 
States, 344-345 
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Population: decline in growth in, 
effects demand for agricultural 
products, 295; adjustment of, a 
part of the agricultural problem, 
305 

Power interests: trade association 
active, 215; “most powerful 
lobby in the history of the na- 
tion,” 216 

Power companies, propaganda of, 
as shown by Federal Trade 
Commission, 215-216 

President of the United States: 
and financial leadership, 38; 
restrictive influence on expendi- 
tures, 57-58 

Prices: of industrial stocks, 7-8; 
of railroad stocks, 7-8; of public 
utility stocks, 7-8; general 
prices, 9; wholesale prices, 9; 
of farm products, 9; collapse of 
confidence resulting from  to- 
boganning, 9; shortage of gold 
as cause of world decline in, 14; 
index of, in United States, 1926- 
1932; table, 16; effect of changes 
in on reparations, 111-112; rela- 
tionship of movements of to 
losses in foreign investments, 
116; inflated farm prices and 
farm values, 159-160; abortive 
stabilization plans, 165; effect of 
central banks on stabilization 
of, 181; effect of monopolies on, 
189; index of prices, to aid in 
public utility valuations, 219; 
effect of changes upon valuation 
problem, 235-236; effect of 
changes of prices on agricultural 


prosperity, 289; relation to 
agricultural tariffs for relief, 
297 


Price level: index of, table, 16; 
changes in, and effect on war 
debts and reparations, 112 

Private obligations: and cancella- 
tion of war debts, 108-109; and 
international financial position 
of the United States, 115-120 

Procter and Gamble Co., unem- 
ployment reserve plan, 340 

Production: annual rate of world 
growth in, 13; rate of growth 
in United States compared to 
the world, 13; League of Na- 
tions studies of indexes, 13; per 
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Production—continued 
capita production and the tariff, 
86-89 

Productivity 
showing, 293 

Program of farm relief, summary 
of, 315-317 

Progress: technical, economic, and 
big business, 190-191; due to 
“big business,” 203; and prohi- 
bition, 286 

Prohibition: not solely an eco- 
nomic problem, 271; effect on 
agriculture, 273, 280-281; Wick- 
ersham report affords basis for 
impartial analysis of, 273; effect 
on consumption, 273-275; repeal 
of, not a depression cure, 275; 
repeal of, not necessarily a re- 
lief for unemployment, 282; 
effect upon efficiency of labor, 
282-283; and savings, 283-285; 
and taxation, 285-286; not a 
pressing economic problem, 286- 
287; essentially a political and 
social problem, 287 

Prohibition economics: reliable sta- 
tistical data lacking, 272; and 
mass consumption, 276-277; to 
extent that enforcement has re- 
duced intemperate drinking in 
working population it has been 
a great boon, 282-283; important 
lessons learned from prohibition, 
284 

Promoters, their gains, a cause 
for mergers, 201-202 

Propaganda: use of by power com- 
panies, 215-216; use of by rail- 
roads, 246; in the prohibition 
question, 273; statistics on 
volume of materials going into 
liquor production, 280 

Prosperity: assumed in balancing 
of federal budget policy, 39- 
40; sham prosperity, pre-1929, 
146 

Protection: no longer the issue, 
73; in ‘first tariff act, 78; after 
the War of 1812, 78; early, a 
temporary measure, 78-79; high 
Wages an argument for, 179; 
effect on national development, 
80 

Protective tariffs: secure objective 
only as they succeed in keeping 


of farmers, table 
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out foreign goods, 75; operate 
as a bounty, 75; Alexander 
Hamilton cited on, 75; high 
wages maintained as an argu- 
ment for, 86-89; “pauper labor” 
argument for, 88; “jokers” in 
protective tariff legislation for 
special interests, 94-95; Ameri- 
can System, and agricultural 
relief, 301-302 

Public ownership and operation: 
of power projects, 215; sug- 
gested a _ possibility of, by 
Bonbright, 238-239; growing 
sentiment for, 242; success of, 
242 

Public Policy: in regard to grant- 
ing of corporate powers, 135; 
suggested changes in re the in- 
corporation of business, 147-150; 
toward corporations of different 
sizes, 148; thwarted by over- 
generous grants of corporate 
powers, 145-146; see also Hold- 
ing Companies and Big business; 
on rate of return on_ utility 
property, 237 

Public schools, probably have had 
more to do _ with desirable 
changes than has _ prohibition, 
285 

Public Service Commissions: break- 
down of control by, 214-215; 
present extent of regulation by, 
217; difficulties in rate control, 
217-222; decisions appealed, 221- 
222; difficulties with holding 
companies, 223-229; inefficiency 
of, a common weakness, 231-232; 
suggestion for people’s counsel 
to represent consumers before 
the court, 233; need for redefi- 
nition of functions of, 233-234; 
see also Public utility regula- 
tion 

Public utilities: holding company 
device in, 141; A. Bonbright 
quoted on, 141; New York Pub- 
lic Service Commission quoted 
on, 143, 144; social control of, 
207-208; investigation of use of 
holding company device by, 216; 
see also public utility regula- 
tion; use of merger for, 224-225; 
holding company in, free from 
regulation, 225; efficiency of, 
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Public Utilities—continued 
229-231; to pay cost of their 
regulation, 233-234 

Public Utility Regulation: criti- 
cism of methods of, 214; history 
and present status of, 216-217; 
chief weakness relates to control 
of rates, 217-222; another diffi- 
culty, the holding company, 223- 
229; poor state laws regarding, 
229; need for uniformity of, 
229; need for standards for, 
229-231; hindered by inefficient 
public service commissions, 231- 
232; needed improvement in 
technique of, 232-233; to be paid 
for by utilities, 233-234; Wis- 
consin law on, cited, 234; sug- 
gested federal, 241-242 

Public works: as cure for depres- 
sion, 3; increased expenditures 
for, as a depression measure, 
22-24; and public borrowing, 24; 
see also Planning; long-range 
planning of, to meet problems 
of cyclical unemployment, 334- 
338; administrative difficulties 
of, 334-335; quantitative effects 
of, 335-336; present depression 
does not show value of, 336-337; 
must be long-range planning, 
337; shalll they be used to check 
unemployment or give business 
a stimulus, 337-338; difficulty of, 
338 

Pyramiding, in holding companies, 
225-226 


Q 


Quantity theory of money, ex- 
plained, 15-19 


R 


Railroad passengers: in 1931 less 
than since 1904, 253; defeatist 
attitude of railroads regarding, 
261 

Railroads: and Reconstruction 
Finance Corporation, 26; imme- 
diate problem of financial, 245; 
earnings analyzed, 245; capital 
set-up of, vulnerable to attack, 
245; as sole transportation fa- 
cility, 246-247; competition of 
water-carriers with, met, 248; 
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competition with Shipping Board 
and Inland Waterways Corpora- 
tion, 249-250; highway transpor- 
tation a _ serious competitor, 
251-265; decline in passenger 
business of, 253; bus competi- 
tion and, 254-256; motor truck 
competition, and, 256-261; future 
competition of pipe lines and 
air transportation with, 261; ac- 
tivities in meeting competition, 
261-263; consideration of owner- 
ship of bus lines by, 262; pay 
for highway building, 264-265; 
consideration of ownership of 
motor truck lines by, 265; and 
regulation, 268-269; possibility 
of more economic service of, 
269; relaxation of government 
regulation would injure’ the 
roads, 268; need of less political 
meddling, 269 

Railroad regulation, effect of hold- 
ing company on, 145 

Rate control: difficulties of, by 
commissions, 217-222; valuation 
bugbear, a cause of difficulties 
of, 218-219; trouble with courts 
on, 222 

Rates: price changes and, 235-237; 
in bus transportation, 255; in 
motor truck transportation, 259- 
261 

Rate-structure, transcontinental, 
modified after 1910, 247-248 

Reconstruction Finance Corpora- 
tion: as measure of relief of the 
depression, 25; methods of oper- 
ation, 25-26; assistance to banks, 
26-27; no further direct demands 
upon the taxpayer caused by, 70 

Reflation, measures of national 
government and Federal reserve 
authorities, 20 

Rehabilitation of workers, neces- 
sary in technological changes, 
332 

Remonitization of silver, as a 
measure of relief, 3 

Reorganization of federal govern- 
ment, to bring efficiency, 52-53 

Reparations, German: payments, 
12; and tariff policy, 82; and 
inter-ally debts, relationship be- 
tween, 98-100; Germany’s capa- 
city to pay, 100-105; and war 
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Reparations, German—continued 
debts, U. S. policy on, 98-99; 
Balfour principle, 99; Young 
Plan on, 99-100 

Repeal of Bubble Act, effect on 
incorporated business, 130 

Repeal of prohibition: question- 
able that it would increase pur- 
chasing power, 275; effect on 
employment, 280-282 

Reproduction costs, see Valuation 

Republican Party: tariff policy, 
89-92; and tariff on farm prod- 
ucts, 92-94 

Reserves, requirements of in Fed- 
eral reserve act and amend- 
ments, 28-30 

Reserves, proprietary, in corpora- 
tions, 126 

Revenue Act of 1932, The: some 
of the provisions of, 59-70 

Revenue base, federal: narrowing 
of in prosperity era, 40; alloca- 
tion of, between federal govern- 
ment and the states, 59 

Roosevelt, Gov. F. D., wisely 
vetoes bill for people’s counsel, 
233 

“Rugged individualism,” meaning 
of, to “big business,” 208 

Ruhr occupation, effect on pay- 
ment or reparations, 101 
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St. Lawrence Ship Canal, 251 

Sales Tax, in Revenue Act of 1932, 
61-64 

Savings, and prohibition, 283-285 

Savings banks, railroad securities 
for, 245-246 

Scarcity, probable effect on liquor 
consumption, 277 

Scientific Agriculture, to reduce 
costs, 307-308 

Scientific tariff: principles of, 89- 
91; advocated by both political 
parties, 89-92; equalization of 
eosts of production as feature 
of, 90; does not take issue out 
of politics, 91; “competitive 
tariff for revenue” or equaliza- 
tion of “costs of production,” 
92; a political “gold brick,” 95 

Seasonal production, disadvantages 
of, 327; advantages of leveling 
off of, 327-328 
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Seasonal unemployment: charged 
with bulk of unemployment in 
normal years, 324-329; causes of, 
325; style changes as a cause of, 
326; possibility of reducing, 
326-329; workers said to be re- 
sponsible for, 328-329; unem- 
ployment reserves for, 338-351 

Security loans: commercial bank 
credit in, 153; conditions under 
which they are liquid, 155; not 
generally liquid, 155; but an 
illusion of liquidity due to “sup- 
port” of the market by New 
York City banks, 155; by coun- 
try member banks, 161; rapid 
increase of, during new era of 
prosperity, 165; increases in 
1924, 174-175 

Security prices: inflation of, 7; 
break in, 7-8; index of, table, 8 

“Service charge”: abuse of by 
holding companies, 223, 227-229; 
Wisconsin law concerning, 239- 
240; present attitude of courts 
toward, 241-242 

Sherman Act, The: activities by 
trade associations to amend, 
208; see also Anti-Trust laws 

Shipping Board, The: operations 
of ships by, 249-250 

Short-selling, Congressional obses- 
sion to, shown in Revenue Act of 
1932, 61 

Silver: remonetization of as cure 
for depression, 3; as a monetary 
base, 5-6 

Sinking fund: geared to prosperity 
conditions, 48-49; in 1933 budget, 
49 

Smith, Alfred E., proposal for 
policy of inter-allied debt reduc- 
tions, 107-108 

Smith vs. Illinois Bell Telephone 
Co., and service charge regula- 
tion, 241 

Smyth vs. Ames, cited re valuation 
problem, 219 

Snyder, Carl, cited re stability of 
the world’s economic growth, 13- 
14, 18 n. 

Social control: of corporations in- 
adequate, 127-129; of  cor- 
porations by making manage- 
ment sound, more promising 
than by seeking to make stock- 


INDEX 


Social control—continued 
holders liable for acts of man- 
agers, 135; and state com- 
petition liberalizing corporate 
powers, 135-136; through effec- 
tive control of management and 
financing, 138-141; an effective 
social control of industry, 207; 
liquor excises looked upon as 
measures of, 275-276 

Social problem, liquor consump- 
tion constitutes a, 272-273 

Socialism: combination of prin- 
ciples of, with individualism, 
206; “we are all socialists,” 207; 
in field of public utilities, 207- 
208; both, and individualism 
needed, 206 

South Carolina State Commission, 
investigation into motor truck 
rates, 260-261 

South Sea Bubble, effect on devel- 
opment of corporations, 130 

Special interests: and the tariff, 
94-97; see also Insiders 

Speculation: vicious circle of, 
during new era of prosperity, 
164; increase of, in 1924 and 
1928 as result of Federal reserve 
policies, 173-176 

“Spreading of work,” does not 
meet problem of cyclical unem- 
ployment, 333-334 


Stabilization: abortive price 
schemes, 165; extending beyond 
the domestic in the foreign 


markets, 165; international co- 
operation towards, 181-182 

Standard of living, in various 
countries in relation to per 
capita production and the tariff, 
86-89 

Standards of service: necessary 
for governmental expenditure 
control, 54-58; description of, 
54-55; mehtod of obtaining, 55- 
58 

Standard Statistics Company: in- 
dex of stock prices quoted, 7; 
index of security prices, table, 8 

State commission control, see 
Public utility regulation 

Statistics: lack of in study of pro- 
hibition, 272; estimate of, for 
materials in liquor production, 
280-281 
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Stocks, buying of own, by corpo- 
rations at rummage sale prices, 
126 

Stockholders, lack of fairness to, 
126 

Stock prices, see Security prices 

Stock purchase warrants, under 


Delaware incorporation law, 
139-140 
Stock speculation: wild orgy of in 


this country, 1925-1929, 7; col- 
lapse of security values, 17-8; 
see also Speculation, Security 
prices 

“Strict property rights theory” of 
corporate management, 138-139 

Style changes, as cause of seasonal 
unemployment, 326 

Subsidies on farm products com- 
parable to tariffs, but not liked 
by authorities, 312-313 

Supply side: for agricultural com- 
modities, 292-295; changed by 
increased productivity, 292-293; 
changed by expansion of agri- 
cultural land, 294; changed by 
use of machinery, 294-295; con- 
trol of as method of farm relief, 
313-314 

Supreme Court: and regulation of 
bus transportation, 264; need 
for liberalizing, 211; long and 
short haul nullified by, 248 

Surplus, accumulation of during 
prosperity for use in depression, 
43-44 

Surplus, agricultural, see Farm 
relief 

Surplus, corporate, 
value stock, 127 


and no-par 


T 


Tariff: the perennial of American 
politics, 72-73; attitude of Par- 
ties on, 733; as a revenue 
producer, 74-75; to stimulate 
particular lines of production, 
75; as a bounty, 75-76; fiscal 
considerations and the, 76; effect 
of, on prices, 80-81; the present 
problem of, 84-85; the “scien- 
tific,’ 89-91; in relation to bank 
failures, 160; as a method of 
farm relief, 297-298; tends to 
make increased sale of farm 
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Tariffi—continued 
products abroad impossible, 
303; no help to majority of 
farmers, 303-304; subsidies on 
farm products, comparable to, 
312-313 

Tariff barriers, as cause of de- 
pression, 12 

Tariff legislation: remedies in, 
95-96; will remain a national 
recurrent issue, 96 

Tariff Commission, The: and high 
tariffs, 83; place in “flexible” 
tariff policy, 91; politics in, 91; 
valuable work in collecting in- 
formation, 95 

Tariff on agricultural products, 
practical futility of, as an aid 
to the farmer, 93-94 

Tariff Policy: summarization of 
present, 77; to stimulate infant 
industries, 78-79; after Civil 
War, 79-80; effect on national 
development, 80-81; effect on 
prices, 80-81; evaluation of sig- 
nificance of to World War, 81; 
at the forks of, after World 
War, 81-82; and foreign loans, 
83; and the depression, 84; the 
present problem of, 84-85; of 
the two major parties, 89-94; a 
political issue, 94-96; and foreign 
investments, 119 

Taxation: the problem of, 38; dur- 
ing depression, 45-56; principles 
of, 59-70; federal and state, type 
for each, 60-61; increasing bur- 
den of rural, 291; unequal bur- 
den for agriculture, 306; change 
in distribution of burden as a 
method of farm relief, 306-307; 
for public works during depres- 
sions, 336 

Tax-exempt securities, in income 
tax situation, 67 

Taxes: “excise,” 63; on checks, 62; 
“chicken-feed” revenue producers 
of the Revenue Act of 1932, 61; 
on electric energy, 62; federal, 
on gasoline and lubricating oils, 
for road construction, 62-63; 
lowering of exemption in per- 
sonal income tax sound, 64; 
federal estate tax and state in- 
heritance taxes, 65-66; shifting 
of income tax and other taxes, 
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68; effect of repeal of prohibi- 
tion on, 285-286 

Tax system, diversity of, 
revenue adequacy, 59-60 

Technological changes: cause for 
unemployment, 329-332; long- 
run effects of, 331; effect upon 
status of individual worker, 331 

Technological unemployment: de- 
scribed, 329-332; permanent de- 
cline in demand for product as 
a reason for, 329-330; rehabili- 
tation or compensation neces- 
sary for, 332; unemployment 
reserves for, 338-351 

Temperance: more fundamental to 
social benefit, 273; habits of de- 
veloped under era of mass con- 
sumption not necessarily due to 
prohibition alone, 276-277; prob- 
able effect of depression on, 277; 
security of, a matter alone of 
moralities, but of safeguarding 
progress, 286 

Trade associations, activities to 
amend Sherman Act, 208; see 
Power interests 

Transportation facilities, new and 
revived, and the railroads, 246 

Transportation Act of 1920, The, 
248 

Treasury Department, and finan- 
cial leadership, 38 

“Trust” movement: described, 187- 
189; champions of, 189; see also 
Big business; not a crusade of 
trust busting, but merely the 
end of trust coddling, 210 


and 


U 


Unemployables, estimate of per- 
centage of, 322-323 

Unemployment: not entirely a 
problem of depression, 322; fail- 
ure to contact with job a cause 


of, 323; public employment 
agencies as method for preven- 
tion of, 323-324; Prohibition 


repeal will not necessarily help, 
281; see also Seasonal unemploy- 
ment, Technological unemploy- 
ment, and Cyclical unemployment 

Unemployment benefits, question 
of cost of, in seasonal industries, 
328 


INDEX 


Unemployment insurance: name 
not used by advocates, 340; 
foreign experience with, 341; 
Wisconsin law, 4, 341; see also 
Unemployment reserves; not 
correct name for, 349 

Unemployment reserves: described, 
338-351; based on unavoidability 
of unemployment, 338; preven- 
tion of unemployment by, only 
hoped for, 338-339; question of 
who should build reserve, 339; 
group funds more practical, 339- 
340; voluntarily established by 
some in U. S., 340-341; compul- 
sory plans of, advocated, 340- 


341; Wisconsin law for, 341; 
American plans differ from 
European, 341; contributory 


features of, 342; benefit features 
of, 342-343; exemption of gov- 
ernment as a contributor, 343- 
344; exemption of compulsory 
employee payments defended, 
344; absence of general pooling 
of, exhibits preventive aim and 
is concession to voluntary prac- 
tice, 344-345; economic effect of 
compulsory, 344-348; fear of 
weakness in administration, an 
argument against, 348; not based 
on insurance principle, 349 

Uniform Business Corporation 
Act, 149 

United States, transition of, from 
debtor to creditor nation, 115 

United States Steel Corporation, 
forbidden to use basing-point 
system, 199 

United States Treasury certifi- 
cates, to check hoarding, 21 

United States Treasury, figures on 
money in circulation, table, 
16 

Utility rates: theory of, 217-218; 
need for standards of reason- 
ableness for, 229-231 


V 


Valorization schemes as cause of 
pression, 12; see also Stabiliza- 
tion 

Valution: of public utility prop- 
erty for rate making, 218; 
difficulties of, 218-222; items to 
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be considered in, 219; report of 
New York Commission on Re- 
vision on, 220; clearing up of 
problem of necessary for efficient 
regulation, 232-233; proposals to 
meet problem of, considered, 
235-239; reproduction costs de- 
sired by utilities in, 235-236; 
reproduction cost in, not now an 
issue, 236; suggestions of New 
York Revision Commission on, 
236-239; definite and stable rate 
base suggested, 236-237 

Velocity: of monetary circulation, 
15; of deposits, New York City, 
140 leading cities, table showing 
for period 1926-1932, 17 


WwW 


Wages: in relation to the tariff, 
earlier views on, 79; Alexander 
Hamilton on, 79; change in view 
‘developed with “pauper labor” 
argument for protective tariffs, 
79; analysis of the argument 
that the tariff is responsible for 
high wages in America, 86-89 

Wagner Act, The: for advanced 
planning of public works, not 
enacted until year after depres- 
sion set in, 336 

Walsh resolution, see Power in- 
terests 

War debts: suggestions for can- 
cellation of, 98; U. S. policy on, 
and reparations, 98-99; Balfour 
principle on, 99; payment de- 
pends on reparations, 100; eco- 
nomic aspects of payment and 
cancellation, 105-109; effects of 
cancellation of on exports and 
imports, 105-107; effect of can- 
cellation of on depression, 106- 
107; proposal of Alfred HE. 
Smith on, 107-108; and private 
obligations, 108-109; cancellation 
of and armaments, 109; economic 
arguments for reduction in, 
109-112; objections to reductions 
in, 112; effect of reductions in, 
on various classes, 111-112; 
moral grounds for cancellation 
of, 112-115; America’s late entry 
into the War, and cancellation 
of, 114; avowed purpose of, in 
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War debts—continued 
U. S. Congress, 114-115; prob- 
able future of, 120-122 

War debts and reparations, settle- 
ment of, and demand for farm 
products, 302 

Watered securities, 
tions, 201-202 

Water transportation, develop- 
ment of by government-owned 
corporation justifiable, 266 

Water Carriers: early competition 
with railroads, 247; policy con- 
cerning, in Panama Canal Act, 
247-248; Congress legislates con- 
cerning, 248-249; Inland Water- 
ways Corporation and, 250; 
advocated by various groups, 
250; on Great Lakes, 251; ac- 
tivities of railroads to meet 
competition of, 265-268; should 
be controlled by the Interstate 
Commerce Commission, 265-266; 
should not be subsidized, 266-267 ; 
extension should be curtailed, 
266-268; revival of, on rivers, 
267-268 


in combina- 
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i Wheat market, activities of Farm 


Board in, 299-301 

Wholesale prices, range in index 
of, see Commodity prices 

Wickersham Committee, afforded a 
fruitful basis for impartial 
analysis of prohibition problem, 
273 

Wisconsin: law on utility regula- 
tion cited, 234-235; law on hold- 
ing company regulation cited, 
239-240; unemployment insurance 
law, 341-343 

World War, as cause of depres- 
sion, 12; America’s late entry 
in, and war debts, 113; effect 
on demand for agricultural 
products, 295 
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Young Plan: and war debts and 
reparations, 99-100; and Ger- 
many’s ability to pay repara- 
tions, 101; lack of provision for 
alterations in reparations ac- 
cording to value of gold, 109 























